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TAX MEASURES: SUPPLEMENTARY INFORMATION 


CAPITAL GAINS 


Much criticism has been aimed at the present system of taxing 
Capital gains: 


a It creates distortions 


Certain gains are totally exempted while others are taxed at 
the three-quarter inclusion rate. 


a It is inequitable 


Studies have shown that the exemption continues to benefit 
mostly high-income individuals. 


a It is complex 


Individuals, as well as Revenue Canada, must maintain 
Cumulative records of capital gains and losses, and investment 
expenses. 


Many of these problems arise from the lifetime capital gains 
exemption (LCGE), or are aggravated by it. 


This budget proposes to eliminate the $100,000 LCGE. To 
ensure that this does not penalize those who have unrealized 
capital gains, the exemption will be withdrawn only for gains 
accruing after budget day. 


The budget does not propose to modify the $500,000 LCGE for 
small business shares and farm property. However, it proposes a 
review of the tax treatment of capital gains for small businesses 
and farm property to determine whether the tax assistance 
currently provided under the $500,000 LCGE could be delivered 
in a manner that better achieves the purpose of encouraging 
investment in each of these sectors. 


Under the proposed changes, the system of taxing capital gains 
will be fairer, simpler and more sustainable. 


Elimination of the $100,000 Lifetime 
Capital Gains Exemption 


Under the budget proposal, capital gains that have accrued up to 
budget day will continue to be eligible for the exemption. To claim 
the exemption for the eligible portion of the accrued gains, an 
individual will be required to file an election with his or her 1994 
tax return. By filing an election for a property, the individual will be 
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treated as having sold that property for proceeds equal to the - 
amount designated by the individual. This amount may not be 
less than the adjusted cost base of the property, nor exceed its 
fair market value on budget day. 


Individuals need not, of course, elect to recognize capital gains 
up to budget day. But in that case, tax will eventually be paid on 
the full taxable capital gain. 


The exempt portion of the gain realized by filing an election will 
be calculated in the same way it is under the existing rules. 
Three-quarters of the gain will be included in income and the 
portion qualifying for the exemption will be deductible in 
calculating the individual’s taxable income. In addition, the 
amount of the gain qualifying for the exemption will take into 
account such factors as the individual’s annual and cumulative 
gains limits, cumulative net investment losses, and allowable 
business investment losses. Individuals will not be permitted to 
recognize gains under the election in excess of amounts required 
to benefit from the exemption. 


The adjusted cost base of the property will be increased by the 
amount of the gain reported for the purposes of the election, 
thereby reducing the individual’s taxable capital gain on a future 
disposition. Any loss realized on a subsequent disposition of the 
property will be reduced to the extent of the gain reported for the 
purpose of the election. 


Increases in net income as a result of the election may affect the 
calculation of the Alternative Minimum Tax, the Child Tax Benefit, 
the Goods and Services Tax Credit, the Guaranteed Income 
Supplement, and the Old Age Security repayment, as well as a 
number of non-refundable credits. 


The election will be available for all assets currently eligible for the 
$100,000 LCGE, including the portion of real estate gains that 
remained eligible after the changes introduced in the 

February 1992 budget. 


The two examples below illustrate the mechanics of the election. 
The first provides an example for gains on assets other than real 
estate not used in an active business. The second deals with 
gains from real estate not used in an active business. 
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ASSETS OTHER THAN REAL ESTATE 
NOT USED IN AN ACTIVE BUSINESS 


John owns shares of a public company that he purchased for $20,000. 
On budget day, they had a fair market value of $60,000. He has already 
used $75,000 of his $100,000 LCGE, leaving him $25,000 of unused 
LCGE room. 


When filing his 1994 tax return, John determines the amount of capital 
gains accrued up to budget day 


Fair market value of shares as of : 
_ budget day : | «860,000 


Less: adjusted cost base (i.e. purchase price) $20,000 


Equals: capital gain | $40,000 
John determines his unused LCGE room 


Since he has already used $75, 000 of his $100,000 LOGE room, he has - 
$25,000 of room remaining. 


John elects proceeds of disposition 


Although John’s shares have an accrued gain of $40,000, he only has 
$25,000 of unused LCGE room. He therefore elects proceeds of disposition 
of $45,000 ($20,000 adjusted cost base plus $25,000 of eligible gas) in 
order to recognize a $25,000 gain. 


John fills out his capital gains exemption form in the regular manner 


John fills out his exemption form, taking into account such factors as the - 
annual and cumulative gains limits, cumulative net investment losses and 
allowable business investment losses. He determines his exemption to 

be $25,000. 


John fills out his tax return 


John adds the taxable portion (three-quarters) of the $25,000 of eligible 
accrued gain into net income, and claims a capital gains exemption of 
three-quarters of $25,000. 


The adjusted cost base is increased 


The adjusted cost base of John’s shares is increased by the $25,000 gain 
recognized under the election. If he actually sells his shares in the future, 
any capital gain will be calculated using the new higher adjusted cost base 
of $45,000 (his old adjusted cost base of $20,000 + $25,000 of elected 
gains). Any loss sustained on a future sale will, to the extent of the gain 
that qualified for the exemption, not be recognized as a capital loss. 


Note that if, in this example, John had a cumulative net investment Joss of 
$3,000, he would be required to include this amount of taxable capital gain 
in income before any amount would qualify for the exemption. In this case, 
he would elect proceeds of $49,000 in order to take maximum advantage 
of the exemption. 


ee ans 
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Real estate not used in an active business 


The February 1992 budget eliminated real estate not used in an 
active business from the list of assets eligible for the $100,000 
lifetime capital gains exemption. However, capital gains accrued 
up to March 1992 continued to be eligible for the LCGE. The 
pre-March 1992 gains are established using a formula that 
ororates the total gains realized according to the holding period. 


In keeping with the 1992 budget changes, only gains that 
accrued before March 1992 will be eligible for the LCGE. Gains 
accrued after that date will not be taxed until the property is 
actually sold. The election will take this formula into consideration, 
as illustrated below: 


REAL ESTATE NOT USED IN 
AN ACTIVE BUSINESS 
Jane bought a duplex on March 1, 1988 for $120,000. On budget 


day, the fair market value was $165,000. Jane has never used 
the LCGE. — 


When fi iling her 1994 tax return, Jane will determine the 
amount of capital gains accrued up to budget day 


Fair market value of duplex 


as of budget day | | $165,000 
Less: adjusted cost base (i.e. purchase price) $120,000 
nee capital 7. | $ 45,000 


Jane determines the portion of gains eligible for the 

exertion 

Number of months held 
before March 1992 


Total number of months held 
until February 1994 


Capital gains X Eligible gains 


In this case: 


$45,000 x 4ae 


$30,000 
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After applying the formula based on the holding period, Jane 
determines that $30, 000 of the gain is eligible for the LCGE. 
The remaining $15,000 gain does not qualify for the exemption. 


Jane determines her unused LCGE room 


Since she has never r used her LOGE, she has her full $1 00, OOO 
room remaining. ee | 


Jane elects proceeds of disposition 


Jane elects proceeds of disposition of $165,000 (i.e. the fair 
market value of the duplex as of budget day) to maximize the 
amount of gains that she can exempt. She thereby recognizes 
a $45,000 gain, $30, 000 of which represents the 

pre-March 1 992 gain. S 


Jane fills out her capital gains exemption form 
in the felt manner 


as the annual and cumulative gains mis cumulative net 
investment losses, and allowable business investment losses. 
‘She determines her exemption to be $30, OOO. 


Jane fills out her tax return 

Jane’s net income increases by the taxable portion (three-quarters) 
of eligible accrued gains of $30,000 ($45,000 accrued gains less 

a special deduction for the $15,000 gain attributable to the 
post-February 1992 period). She claims a Capital gains exemption 
of three-quarters of $30, 000. 


Her taxable income has not increased as a result of the election. 
The $15,000 gain attributable to the post-February 1992 period 
is not subject to tax until the duplex i is actually sold. 


The adjusted cost base is increased 


The adjusted cost base of her duplex will be increased by $30,000 
(the exempt portion of the gain). When she actually sells her duplex 
in the future, the capital gain will be calculated using the new 
adjusted cost base of $150,000 (her old adjusted cost base of 
$120,000 + $30,000 of elected eligible gains). 


Bis 
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Rules for partnerships and trusts 


Under the existing rules, neither partnerships nor trusts are 
eligible for the lifetime capital gains exemption. Members of a 
partnership are taxed on gains realized on the disposition of 
partnership property; partners who are individuals may thus 
claim the exemption for a gain realized at the partnership level. 
Also, special rules permit a trust to flow its capital gains out to 
its beneficiaries so that beneficiaries who are individuals may 
obtain the benefit of the exemption. 


As the budget proposes to eliminate the $100,000 exemption 
for capital gains realized after budget day, special rules will be 
implemented to allow partnerships and personal trusts (any 
member or beneficiary of which is an individual) to recognize 
capital gains accrued to budget day. The partnership or trust 
will be permitted to recognize such gains by filing an election. 
Each asset covered by the election will be treated as having 
been disposed of by the trust or partnership on budget day for 
proceeds equal to the elected amount (which may not be less 
than the adjusted cost base of the property, nor exceed its fair 
market value on budget day), and to have been re-acquired by 
it immediately thereafter for the same amount. 


In the case of a trust, the gains recognized by it as a consequence 
of the election will be taxed in the hands of the trust except to 

the extent that they are flowed out to the beneficiaries under the 
trust. Whether a beneficiary’s share of the gain will be sheltered 
by the exemption will depend on all of the usual factors that affect 
an individual’s eligibility for the exemption. 


The tax treatment of capital gains 
for small businesses and farms 


The tax system currently provides a $500,000 lifetime capital 
gains exemption to encourage investment in small business 
shares and farms. At this time no change will be made with 
respect to this exemption. 


However, the government is proposing a review of the tax 
treatment of gains on small business shares and farm property. 
The objective of this review will be to determine whether the tax 
assistance currently provided under the $500,000 LCGE could 
be delivered in a manner that better achieves the purpose of 
encouraging investment in each of the small business and 


TAX MEASURES: SUPPLEMENTARY INFORMATION 


farming sectors. Any replacement measures would only be 
introduced if they were clearly beneficial and reflected the special 
and sometimes differing retirement needs of small business 
owners and farmers. 


One proposal that could be examined as part of this review 
would be to eliminate the $500,000 LCGE, provide an election 
in respect of accrued gains (similar to the election for eliminating 
the $100,000 LCGE) and replace the exemption with the 
following measures: 


a reduction of the inclusion rate for capital gains on small 
business shares and farm property from 75 per cent to 
50 per cent; 


= an intergenerational rollover for small business shares and 
farm property; and 


= an extension of the existing reserve provisions from five years 
to ten years on dispositions of small business shares and 
farm property. 


A task force will be established by the Department of Finance to 
review how potential replacement measures could apply to each 
of the farming and small business sectors. The conclusions of the 
task force will be governed by its consultations with both sectors 
individually. The task force will report its findings to the Minister by 
October 1994. 


EMPLOYER-PROVIDED LIFE 
INSURANCE BENEFITS 


Currently, only the portion in excess of $25,000 of coverage 
under employer-provided group term life insurance policies is 
taxable. It is proposed to extend taxation to the first $25,000 
of this coverage. 


The proposed change will apply to benefits provided after 
June 1994 to employees and former employees. Source 
withholdings will be adjusted, starting in July 1994, to take 
into account the additional taxable benefits. 


Employees covered by employer-paid group term life insurance 
policies on average receive about $125 of benefits per year for 
the first $25,000 of coverage. In 1995 and subsequent years, 
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the proposed measure will thus increase the tax liability of such 
employees by an additional $30 to $50 per year in combined 
federal and provincial taxes. The increase in 1994 will be half of 
this amount. 


AGE CREDIT 


Canadians aged 65 and over are eligible for special tax relief 
through the age credit. This credit, which is equal to 17 per cent 
of the “age amount” (currently $3,482), translates into a federal 
tax reduction of about $610 a year for all taxable seniors. In most 
provinces, the credit also reduces provincial taxes, resulting ina 
combined federal-provincial tax reduction of about $950. The 
credit is transferable to a spouse, so a taxable senior who has a 
qualifying spouse with little or no income may claim a second | 
age credit. 


The budget proposes that the age credit be subject to an income 
test that would target the assistance to seniors with low or 
modest incomes. Individuals with net incomes of $25,921 or less 
will retain their full credit. For individuals with higher net incomes, 
the age amount will be reduced at a rate of 15 per cent of an 
individual’s net income exceeding $25,921 (the same amount 
used for other income-tested credits, which will also be indexed 
to annual increases in the consumer price index over 3 per cent). 
An individual will not be subject to any reduction in respect of an 
age credit transferred from a spouse. 


This reduction will be phased in over two years. For 1994, the 
reduction will be one-half of the amount otherwise determined. 
For 1995 and subsequent years, the full reduction will apply. 


This measure will not affect the 2.6 million seniors 
(three-quarters of all seniors) with incomes below $25,921. 
Eight hundred thousand seniors with higher incomes 
(one-quarter of all seniors) will be affected. This group includes 
600,000 seniors with incomes between $25,921 and $49,134 
who will retain part of the age credit and 200,000 seniors with 
incomes over $49,134 who will no longer receive any age 
credit after 1994. 


The following table shows the reductions in the age amount and 
resulting increases in taxes for seniors at different income levels 
in 1994 and 1995. 
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Impact of income-testing the age credit 


1994 1995 and subsequent years 

Increase in Increase in 

Reduction in federal and Reduction in federal and 

the age provincial the age provincial 

Income amount taxes) amount taxes") 
(dollars) 

20,000 e) @) @) @) 
25,000 @) 0) @) @) 
30,000 306 84 G12 167 
35,000 681 187 1,362 373 
40,000 1,056 289 Ze 578 
45,000 1,431 392 2,862 783 
50,000 1,741 477 3,482 953 
75,000 1,741 492 3,482 983 
100,000 1,74f 492 3,482 983 


() The change in provincial tax is estimated at 58 per cent of the change in basic 
federal tax. 


HOME BUYERS’ PLAN 


The Home Buyers’ Plan allows individuals to withdraw funds from 
registered retirement savings plans (RRSPs) tax-free to purchase 

a home. They are allowed a period of up to 15 years to repay the 
withdrawn funds. 


The Home Buyers’ Plan was originally introduced as a temporary 
measure and is scheduled to end on March 1, 1994. 


The budget proposes to modify this plan so that it will continue 
on an ongoing basis for first-time home buyers. This plan will help 
to encourage home ownership and activity in the housing market. 
The modified plan will take effect on March 2, 1994. 


First-time Home Buyers 


Under the modified plan, an individual will be considered to be a 
first-time home buyer if neither the individual nor the individual's 
spouse Owned a home and lived in it as their principal place of 
residence in any of the five calendar years beginning before the 
time of the withdrawal. Moreover, individuals are only able to 
participate in the Home Buyers’ Plan once. 
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How the Plan Works 


Under the Home Buyers’ Plan, individuals may withdraw up to 
$20,000 from their RRSPs to buy a home without having to pay 
tax on the withdrawal. RRSP withdrawals are to be repaid to 
the home buyer’s RRSP in instalments over a maximum period 
of fifteen years. For example, if an individual withdrew $15,000 
from an RRSP under the Home Buyers’ Plan, the scheduled 
annual repayment would be $1,000 per year ($15,000 divided 
by 15 years). 


For those making withdrawals under the Home Buyers’ Plan after 
March 1, 1994, the 15-year repayment period will begin in the 
second calendar year following the calendar year in which the 
withdrawal is made. In addition, a qualifying home must generally 
be acquired before October 1 of the calendar year following the 
year of the withdrawal. For example, those making Home Buyers’ 
Plan withdrawals in 1994 after March 1 will have until 

October 1, 1995 to acquire a qualifying home and their first 
annual repayment will be due by the end of 1996. For this 
purpose, a participant may elect to have a repayment made in 
the first 60 days of a year treated as having been made in the 
preceding year. 


If, in any year, the individual decides not to repay the scheduled 
amount or decides to repay only part of it, the amount that is not 
repaid will be included in the individual’s income for the year and, 
consequently, will be Subject to tax. For example, if an individual 
with a scheduled annual repayment of $1,000 in a year were to 
repay only $700, the $300 shortfall would be included in the 
individual’s income for the year. 


Many individuals participating in the Home Buyers’ Plan will want 
to restore the balance in their RRSP as soon as circumstances 
permit to better provide for their retirement. They may repay more 
than the scheduled annual repayment in any year. This will result 
in a lower outstanding balance and lower scheduled annual 
repayments for the remainder of the pay-back period. 


A special rule will deny a tax deduction for contributions to an 
RRSP that are withdrawn within 90 days under the Home Buyers’ 
Plan. For this purpose, contributions to an RRSP within the 
90-day period will not be considered to be withdrawn except to 
the extent that the RRSP balance after the withdrawals is less 
than the amount of such contributions. 
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CHARITABLE DONATIONS TAX CREDIT 


The voluntary sector plays a crucial leadership role in the life of 
Canada. As governments at all levels face up to fiscal realities, 
the role of the sector has become increasingly challenging. 


By providing incentives for charitable giving, the tax system plays 
an important part in supporting the work of charities. At present, 
the charitable donations tax credit is calculated as follows: 


a 17 percent on the first $250 of total gifts to registered 
charities; and 


» 29 per cent on the remaining portion of such gifts. 


For taxpayers in provinces party to the Tax Collection 
Agreements, the combined federal and provincial credit rate is 
about 27 per cent for gifts under $250, and about 47 per cent 
on the remaining portion of gifts claimed in the year. 


An incentive for charitable giving is therefore provided by linking 
the value of the credit to the level of giving rather than to the 
income of the donor. 


To enhance the incentive for charitable giving, this budget 
proposes that the threshold at which the 29 per cent credit rate 
applies be reduced from $250 to $200. 


This proposal, which is made in the context of the current fiscal 
environment, provides a moderate increase in the level of tax 
support for charitable giving. The government will continue to 
monitor the tax treatment of donations to registered charities 
to ensure that the tax system is as effective as possible in its 
support of the voluntary sector. 


Tax MEASURES: SUPPLEMENTARY INFORMATION 


Federal revenue impact of personal income tax measures 
1994-95 1995-96 1996-97 


(millions of dollars) 


Elimination of $100,000 
lifetime capital gains 


exemption 30 415 340 
Employer-provided life 

insurance benefits 120 200 200 
Income-tested age 

credit 20 170 300 
Home Buyers’ Plan -15 -55 -60 


Charitable donations 
tax credit @ -15 -15 


Total CSS wk OY PG ge Wer eee 
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BUSINESS TAX MEASURES 


A number of changes are being made to the business tax 
structure to make it fairer, protect the revenue base and better 
target the tax assistance delivered to certain businesses. These 
changes reflect helpful suggestions from a number of sources 
including public consultation, parliamentary committees and the 
Auditor General, Revenue Canada in its role as administrator of 
the tax system and provincial governments. 


It is important for the government to ensure that corporations 
contribute their fair share to pay for government programs, 
that certain businesses or sectors not be able to take undue 
advantage of certain tax provisions and that any assistance 
provided through the tax system be appropriately targeted. 


In developing these changes, the government has recognized 
that businesses already pay a large amount of tax to federal, 
provincial and municipal governments and that the burden from 
these taxes has been increasing. Of particular concern are taxes 
not related to profits, such as payroll taxes, which can be 
especially onerous for small and growing firms. 


All governments must be concerned about the level of taxation 
of businesses and the need to maintain a competitive tax system 
in light of the global competitive pressures faced by Canadian 
businesses operating in Canadian markets and abroad. 


The changes announced in this budget will increase tax revenues 
from the corporate sector without raising corporate tax rates on 
business income and with a minimal impact on the ability of 
Canadian companies to compete. 


The government will be continuing to review the tax system to 
ensure that it is fair and does not impede the ability of Canadian 
firms to grow and create jobs in an increasingly competitive 
global environment. 
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Federal revenue impact of business tax measures — 
1994-95 1995-96 1996-97 


(millions of dollars) 


Business meals and entertainment 


expenses 230 245 260 
Eliminating preferential tax rate for 

large private corporations 12 40 40 
Mine reclamation funds (15) (15) (15) 
Securities held by financial institutions 60 60 60 
Regional investment tax credits 0 80 95 
Part IV tax O 40 40 
Reserves of insurance companies 30 35 ale, 
Accelerated capital cost allowances 10 20 45 
Sub-total 335 510 580 
Other tightening measures 55 85 95 


Foreign affiliates 
Debt forgiveness 
Divisive corporate reorganizations 
Research and development 
tax incentives 
Tax shelter investments 


Total 390 995 6/75 
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BUSINESS MEALS AND 
ENTERTAINMENT EXPENSES 


The Canadian income tax system allows deductions for 
reasonable expenses incurred for the purpose of earning 
income from business, property or, in certain circumstances, 
employment. The deduction with respect to business meals and 
entertainment expenses is currently restricted to 80 per cent of 
such expenses to reflect the fact that they contain an element 
of personal consumption. 


A similar restriction applies for the purposes of the Goods and 
Services Tax (GST) so that effectively only 80 per cent of the GST 
paid on business meals and entertainment expenses may be 
recovered as an input tax credit. 


The government believes the tax system will be made fairer, and 
will better reflect the personal consumption element, by reducing 
the income tax deduction and the GST input tax credit for eligible 
business meals and entertainment expenses from 80 per cent to 
50 per cent. This restriction will apply to expenses in respect of 
meals, beverages and entertainment consumed or enjoyed after 
February 1994. 


This change is consistent with the recent reduction of business 
meals and entertainment expense deductions in the provinces 
of Ontario and Quebec, and in the United States. 


ELIMINATING PREFERENTIAL TAX RATE 
FOR LARGE PRIVATE CORPORATIONS 


The Canadian income tax system recognizes the special 
financing difficulties and higher cost of capital faced by small 
businesses by providing a small business deduction. This 
deduction lowers the basic federal tax rate on the first $200,000 
of active business income of Canadian-controlled private 
corporations (CCPCs) by 16 percentage points — from 

28 per cent to 12 per cent. This lower tax rate is intended to 
provide small corporations with more after-tax income for 
reinvestment and expansion. 


Tax MEASURES: SUPPLEMENTARY INFORMATION 


Although the majority of corporations that qualify for the lower 
tax rate are indeed small businesses, very large CCPCs may also 
obtain this benefit under the current rules. This budget proposes 
changes that will make large CCPCs ineligible for this small 
business benefit. 


The $200,000 business limit will be reduced on a straight line 
basis for CCPCs having taxable capital employed in Canada 

(as calculated for the purpose of the Large Corporations Tax) 

of between $10 and $15 million in the preceding year. This will 
eliminate the benefit of the small business deduction for those 
corporations having taxable capital of $15 million or more. 
Similar restrictions will apply to any CCPC that is a member of an 
associated group that has, in aggregate, more than $10 million 
of taxable capital employed in Canada. 


Taxable capital Business limit 
(millions of dollars) (dollars) 
10 or less 200,000 
Al 160,000 
12 120,000 
13 80,000 
14 40,000 
15 or greater O 


This measure applies to taxation years ending after June 30, 1994. 
Transitional provisions will be included to prorate the application 
of this measure on the basis of the number of days in a taxation 
year that precede July 1, 1994. 
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ILLUSTRATION | 

Consider a corporation with ~—SS thousands 
the following characteristics _ es of dollars) 
Not a member of an associated as : : 

Taxable capital employed in Canada A 13,000 | 
Taxable income B 400 
Active business income C 300 


The business limit is computed as follows: 
200 X (15, 000 — A)/5, 000 — D : 800) 


Federal tax payable (excluding surtax) 
is computed as follows: _ : 


Federal tax payable before small business 


deduction 
28 percentof$400 © 112 
Less small business deduction: __ _ 
16 per cent of least of B, C and Dp | : es 
Federal tax payable  . : go 


(1) For 1994, a corporation with a calendar y year fiscal period would 
have a business limit of $140 
(that is, 181/365 X 200 + 184/365 X 200 X (15,000 - A)/5,000), 


Interaction with Enriched SR&ED Tax Benefits 


Qualifying small corporations receive enriched benefits under 
the Scientific Research and Experimental Development (GR&ED) 
Program. These benefits include a 35-per-cent investment tax 
credit (ITC) on up to $2 million per annum of qualifying SR&ED 
expenditures. This 35-per-cent credit is fully refundable for 
current SR&ED expenditures and 40 per cent refundable for 
Capital expenditures. 


For a small business to fully qualify for all of the enriched SR&ED 
benefits for a taxation year, it must be a Canadian-controlled 
private corporation (CCPC) throughout the taxation year, and 

its taxable income for the preceding taxation year (including the 
taxable incomes of all associated corporations) must not have 
exceeded the business limit of $200,000. 
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As a result of changes introduced in the April 1993 budget, for 
each dollar by which the taxable income of the corporation (or 
the corporate group) for the previous year exceeds the maximum 
business limit of $200,000, the $2 million SR&ED expenditure 
limit for the year is reduced by $10. Therefore, at $400,000 of 
taxable income for the previous year, eligibility for these enriched 
benefits is fully phased out. 


This budget proposes that the business limit of a corporation may 
be reduced where the taxable capital of the corporation for the 
preceding year is above $10 million. Consistent with these new 
changes, the SR&ED expenditure limit, as determined by the 
formula, will be prorated by a factor equal to the business limit of 
the corporation (or the corporate group) for the year divided by 
$200,000. To provide a transition period for SR&ED performers, 
these new rules for calculating the expenditure limit will apply only 
to taxation years commencing after 1995. 


Qualifying CCPCs are also entitled to a 40-per-cent refund in 
respect of investment tax credits earned on qualifying 

SR&ED expenditures above the expenditure limit and in respect 
of non-SR&ED expenditures. For taxation years commencing 
after 1995 these refunds will also be governed by the business 
limit of the corporation (or the corporate group) as calculated 
under the new rules. 


Further details on both the small business deduction and its 
interaction with enhanced SR&ED benefits are provided in the 
technical annex. 


MINE RECLAMATION FUNDS 


Governments are concerned about environmental problems at 
abandoned mine sites. They have traditionally required mining 
companies to post performance bonds, letters of credit or other 
financial guarantees to ensure that the money will be available 
for proper rehabilitation of all mine sites. More recently, some 
jurisdictions are proposing a new approach, requiring that 
companies contribute to mandated mine reclamation trust funds. 


The budget proposes modifications to the Income Tax Act that 
will permit a deduction for contributions into these mine 
reclamation funds in the year in which they are made. 
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MINE RECLAMATION 


Mining processes that disturb the natural environment 
require measures to repair damage including neutralizing 
abandoned mine sites or tailings dumps. Mine reclamation 
activities include the removal of buildings, utilities and mining 
equioment, the sealing of all openings, re-contouring of 
excavations and soil spills and the ede ato) of mine 
waste dumps. 


Some reclamation activities can be performed while the mine 
is in operation, while others must wait until the mine ceases 
production. Post- closure reclamation activity generally runs 
about one to four years although in some cases, it is much 
more difficult and will continue longer. 


Under current income tax rules, mine reclamation expenses are 
deductible in computing a taxpayer’s income only in the year they 
are incurred. Contributions by a taxpayer to a trust fund set up to 
finance future reclamation work would not qualify for a deduction 
in Computing income for tax purposes because the contribution 
would only be used in the future to satisfy the taxpayer’s 
obligations. Mandatory contributions, in combination with 

the current income tax rules, can lead to two problems for 

mining companies: 


« first, they can give rise to cash-flow problems for mining 
companies, especially if the reclamation cost requirements 
substantially increase due to unforeseen environmental 
obligations; and 


=» second, some companies, particularly single-mine companies, 
may be unable to fully utilize the deduction for actual 
reclamation expenses, since the majority of these expenses 
occur at the end of the life of the mine, when it no longer 
produces income. 


The budget proposes to change the income tax treatment of 
contributions made to prescribed mine reclamation trusts. 

The income tax rules relating to mine reclamation are proposed 
to be amended as follows: 

=» adeduction will be permitted for contributions to qualifying 


mine reclamation trust funds made after February 22, 1994 
pursuant to a statutory obligation to make such contributions; 


a2 
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= income earned in such trusts will be subject to tax each year; 


s ail withdrawals from the trust will be included in computing 
the income for tax purposes of the recipient; 


= reclamation costs will continue to be fully deductible at the 
time incurred; and 


= contributions, trust earnings and withdrawals will not be taken 
into account for the purposes of determining a taxpayer’s 
resource allowance. 


Income tax treatment of mine reclamation funds: 


Summary of changes 

Current After budget) 
Contributions Not deductible Deductible 
Income of the fund Taxable Taxable 
Withdrawals Not taxable Taxable 
Mine reclamation Deductible Deductible 


() Fund contributions, earnings and withdrawals do not affect the resource 
allowance calculation. 


The trustee of a qualifying trust can include a government or 
a third-party trustee. The federal government will continue 
discussions with officials from the provincial and territorial 
governments to establish the minimum standards acceptable 
for such trusts. Qualifying trusts will include only those trusts 
to which contributions are first made after February 22, 1994. 


SECURITIES HELD BY FINANCIAL 
INSTITUTIONS AND INVESTMENT DEALERS 


The Income Tax Act does not contain specific rules dealing 

with the tax treatment of securities held by financial institutions, 
leading to uncertainty on some issues. The budget proposes 

to introduce several measures that will clarify this tax treatment 
and ensure that the income of financial institutions from securities 
is measured appropriately. 


One area of uncertainty is whether particular profits and losses 
are on income account, and fully recognized in computing 
income, or on capital account, and subject to capital gains 
treatment. Securities of financial institutions acquired in the 
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ordinary course of business should be treated as being on 
income account because investments in securities are an 
integral part of the financial intermediation business. 


The budget proposes that the profits and losses of all securities 
(with the exception of qualified small business shares, as 
discussed below) held by a financial institution in the 

ordinary course of its business that are disposed of after 
February 21, 1994 be treated as on income account. 


Another area of uncertainty is the extent to which profits and 
losses on securities are to be recognized while a security is held. 
Important questions to be resolved include whether the 
application of the inventory valuation rules in section 10 of the 
Income Tax Act apply to securities held by financial institutions, 
and whether discounts on debt securities must be accrued for 
tax purposes when this is done for financial statement purposes. 


In addition, the current rules provide taxpayers with an 
opportunity to reduce taxable income by disposing of 
securities that have decreased in value while retaining those 
that have appreciated. 


To address these concerns, the budget proposes that certain 
securities be marked to market, meaning that the appreciation or 
depreciation in their value each taxation year must be recognized 
in the year. This requirement will apply to securities acquired in 
the ordinary course of business that are equity securities, or are 
debt securities that have been accounted for as temporary 
investments since acquired. This measure will apply for taxation 
years ending after February 22, 1994. Transitional rules will 
permit any increase in income resulting from changing to a 
mark-to-market approach (less any net loss realized on the 
actual dispositions of these types of securities in the current 
taxation year) to be spread over five years. 


The following rules will apply to debt securities that are not 
required to be marked to market: 


= any discount or premium on the acquisition of such a security 
will be amortized over the period to maturity for taxation years 
ending after February 22, 1994; and 
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a any profit or loss realized on the disposition after 1994 of such 
a security will be required to be amortized over the remaining 
term of the security (rounded to the nearest whole number 
of years). 


These measures will apply to “restricted financial institutions” 
(as defined in subsection 248(1) of the Act). Restricted financial 
institutions include banks, trust companies, lending companies, 
credit unions, insurance companies, and any companies 
controlled by such companies. 


The proposed measures will also apply to investment dealers and 
companies controlled by investment dealers. The mark-to-market 
requirement will apply to all debt securities acquired by a dealer in 
the ordinary course of its business. 


To encourage investments in small businesses, these rules will 
not apply to qualified small business shares. A share of a 
corporation will be a qualified small business share for this 
purpose if, at the time the share is acquired: 


a the corporation is a Canadian-controlled private corporation; 


a itis an eligible corporation (as defined for purposes of 
deferred income plans in subsection 5100(1) of the Income 
Tax Regulations); 


a the total assets of the corporation and all related corporations 
do not exceed $50 million; and 


a the corporation and all related corporations have no more than 
500 employees. 


The government will be consulting with financial institutions on 
the details of these rules, including their application to foreign 
Currency denominated debt securities and debt securities sold 
at a loss due to credit deterioration. 
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Proposed treatment of debt and equity securities 


Restricted 
financial Investment 
institutions dealers") 
Debt securities 
Temporary investments mark-to-market mark-to-market 
Other investments amortized mark-to-market 
Equity securities 
General treatment mark-to-market mark-to-market 
Qualified small business Current rules Current rules 


shares 


(1) The rules for subsidiaries of investment dealers will be the same as for restricted 
financial institutions. 


Notes: 


1. Mark-to-market means that the appreciation or depreciation in the value of 
securities each taxation year must be recognized in the year. 


2. Amortized means that premiums and discounts are amortized over the period to 
maturity of the security, and any profits and losses realized on the disposition of 
the security are amortized over the remaining term to maturity of the security. 


3. Current rules means capital gains or income treatment, depending on the facts 
and circumstances. Gains and losses are generally not recognized until 
disposition. 


REGIONAL INVESTMENT TAX CREDITS 


Regional investment tax credits (ITCs) are earned by a taxpayer in 
respect of qualified expenditures made, and qualifying property 
used, in an eligible region of Canada. These credits may be 

used by the taxpayer to reduce federal income taxes. The three 
regionally based ITCs currently in the tax system are described 

in the box below. 
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EXISTING REGIONAL INVESTMENT 
TAX CREDITS 


= Special Investment Tax Credit - a 30-per-cent credit 
for eligible investments in new structures, machinery 
and equipment used primarily in manufacturing and 
processing in the Special ITC regions. 

=» Atlantic Investment Tax Credit - a 15-per-cent credit for 
eligible investments in new buildings, machinery and — 
equipment, including leased equipment, used primarily 
in farming, fishing, logging, mining, oil and gas and 
manufacturing and processing, in the Atlantic provinces, 
the Gaspé region and their associated offshore areas. 


a Atlantic Scientific Research and Experimental 
Development (SR&ED) Investment Tax Credit - a special 
rate of 30 per cent for SR&ED expenditures incurred in — 
the Atlantic Provinces and Gaspé region (the general 
rate is 20 per cent). : 


These regional tax credits are intended to stimulate new 
incremental investment in these areas. The credits operate in 
conjunction with other forms of government assistance such 
as repayable contributions, loans, loan guarantees and grants. 
However, regional investment tax credits have not generally 
been considered to be cost effective in attracting incremental 
investments to designated regions nor in reducing economic 
disparity. Of additional concern is the fact that the Special ITC 
is based on outdated economic data and eligibility criteria. 


The budget proposes the following changes to the regionally 
based ITCs: 


a eliminate the Special Investment Tax Credit; 


» reduce the Atlantic Investment Tax Credit rate from 15 per cent 
to 10 per cent; and 


« eliminate the regional component (Atlantic-Gaspé) of the 
Scientific Research and Experimental Development (SR&ED) 
tax credit. 
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The termination of the Special ITC eliminates the ongoing 
problems of defining eligible activities and eligible geographic 
regions and removes economic distortions caused by this 
incentive. Activity in the Atlantic region that ceases to be 
eligible for the 30-per-cent Special ITC will still be eligible for 
the Atlantic ITC. 


Recognizing the economic difficulties that the Atlantic region 
continues to experience, the Atlantic ITC is being maintained, 

but at a lower rate. The Atlantic ITC rate will be reduced from 

15 per cent to 10 per cent. This will limit its cost while maintaining 
an incentive to invest in this region. 


Consistent with the restructuring of regional ITCs, the special 
30-per-cent SR&ED ITC for investment in Atlantic Canada will 
be eliminated. Qualifying expenditures on SR&ED in Atlantic 
Canada will therefore be eligible for the same treatment available 
elsewhere in Canada -— that is, either the 20-per-cent or 
35-per-cent SR&ED investment tax credit. 


These changes will be effective for qualified expenditures made, 
and qualifying property acquired, after 1994 to allow taxpayers 
time to take these changes into account in their investment 
decisions. Furthermore, these changes will not affect qualifying 
property acquired by a taxpayer after 1994 that was under 
construction by the taxpayer before February 22, 1994, and 
SR&ED expenditures made, or qualifying property acquired, by 
the taxpayer pursuant to a written agreement to acquire the 
property, or make the expenditure, entered into by the taxpayer 
before February 22, 1994. 


CHANGE IN REFUNDABLE PART IV TAX 


Part IV of the Income Tax Act levies a refundable tax on dividends 
received by a private corporation (or a public corporation 
controlled by an individual) from companies in which it holds no 
more than a 10-per-cent interest. The rate of Part IV tax is to be 
increased, as of January 1, 1995, from 25 per cent to 334 per 
cent to ensure better integration with the personal income 

tax system. 
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Background 


Dividends are generally taxable when received by an individual, 
but not when received by one Canadian corporation from 
another. As a result, an individual could, but for Part IV, defer tax 
by establishing a company to hold shares and receive dividends, 
instead of holding the shares directly. Part IV tax is intended to 
prevent this deferral opportunity by imposing a tax when the 
corporation receives the dividends, and then refunding it to 

the corporation when the dividends are ultimately paid to an 
individual shareholder — where they will be subject to tax at 

the individual’s personal tax rate. 


For Part IV tax to work as it should, it must approximate the 

tax an individual would pay if the dividend income were earned 
directly. At 25 per cent, however, the current Part IV rate is 
significantly below the highest personal tax rate applying to 
dividend income in every province. This discrepancy means that 
high-income individuals can postpone tax by keeping their 
portfolio investments in holding companies. Increasing the Part IV 
tax rate to 33% per cent will reduce this deferral opportunity. 


Refund Mechanism 


Tax paid under Part IV is credited to a corporation’s “refundable 
dividend tax on hand” (RDTOH), a notional account used to 
compute the tax refund available to the corporation when it pays 
its own dividends. Currently, one dollar of RDTOH is refunded for 
every four dollars of taxable dividends paid. That 1:4 refund ratio 
will be maintained for Part IV RDTOH credited at the current 
25-per-cent rate, as well as for amounts credited to a 
corporation’s RDTOH on account of its taxes on its investment 
income and taxable capital gains. Amounts credited at the new 
33/4 per cent Part IV rate will be refunded at a 1:3 ratio (that is, 
one dollar of refund for every three dollars of taxable dividends 
paid). This higher-rate RDTOH will be refunded first, to provide 
the most favourable ordering for taxpayers. The distinction 
between the two rates will also be relevant where dividends are 
received from a connected corporation that itself obtained a 
dividend refund. To the extent the payer’s refund was computed 
at the 1:3 ratio, the recipient will pay Part IV tax at the 33% per 
cent rate, and will itself be eligible for a refund at a ratio of 1:3. 
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RESERVES OF INSURANCE COMPANIES 


In computing income for a taxation year from a non-life insurance 
business, an insurance company may deduct a reserve in respect 
of claims incurred but not paid before the end of the year. 

Two changes are proposed to the computation of unpaid 

claims reserves for tax purposes: 


» these reserves will be determined on a fully discounted 
basis; and 


=» prescribed discount rates will be used in calculating 
the reserves. 


With these changes, the reserves will better reflect the economic 
value of the insurer’s future obligations. 


Full Discounting of Unpaid Claims 


The assets an insurer sets aside to pay future claims generate 
investment earnings. If these future investment earnings are not 
taken into account in determining the reserve required for unpaid 
claims — that is, if the future claims are not discounted to arrive at 
the reserve — the insurer will be able to deduct a larger amount 
than it actually requires to pay the claims. The result is a deferral 
of profits that should be recognized for tax purposes. 


Under current rules, the maximum tax reserve for unpaid claims 
equals the statement reserve reduced by one-third of the impact 
of discounting. In other words, the maximum tax reserve is equal 
to two-thirds of the amount of unpaid claims plus one-third of the 
discounted amount of unpaid claims. This partial discounting, 
which applies where unpaid claims reserves are not determined 
on a discounted basis for financial statement purposes, was 
introduced in 1987 as a first step in eliminating the inappropriate 
deferral of income that occurs if future claims are not discounted. 


This budget proposes to require that all tax reserves for unpaid 
claims be determined on a fully discounted basis for taxation 
years ending after February 22, 1994. Transitional relief will be 
provided by allowing any increase in income resulting from 

this change to be spread over ten years. More specifically, 

the transitional relief will be provided for the amount of the 
difference between: 
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= the insurer’s closing reserves for its last taxation year ending 
on or before February 22, 1994, which are determined with 
one-third discounting; and 


« the closing reserves that would be determined with full 
discounting. 


This amount, net of any unused non-capital losses, may be 
deducted by an insurer and will be brought into income at the 
rate of 5 per cent for 1994 and 1995, 10 per cent for each of 
the next six years, and 15 per cent for the last two years. 


Discount Rates 


Currently, an insurer is required to compute its partially 
discounted reserves using a discount rate that is “reasonable 
in the circumstances”. This factually based test has caused 
administrative difficulties for Revenue Canada and has enabled 
some insurers to use highly conservative discount rates. 


The budget proposes that insurers be required to use prescribed 
interest rates for discounting unpaid claims (other than unpaid 
claims that are reported on a discounted basis in the insurer’s 
financial statements). This requirement will apply for taxation 
years ending after February 22, 1994. 


Discount rates will be based on yields of Canadian-dollar 
Government of Canada debt securities, and will depend on: 


a the calendar year in which the claims to be discounted were 
incurred; and 


a» the average payout period for claims in each line of business. 


The government will be consulting with the insurance industry on 
the details of these rules. 
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ACCELERATED CAPITAL COST ALLOWANCES 


The income tax system currently provides accelerated capital 
cost allowance (CCA) rates for equipment acquired by a taxpayer 
to reduce water or air pollution (Classes 24 and 27) and certain 
energy conservation equipment (Class 34). The budget 

proposes to: 


«» restrict the accelerated CCA rate in Classes 24 and 27 for 
pollution abatement equipment to such equipment acquired 
before 1999; 


a terminate all additions to Class 34 effective for property 
acquired after February 21, 1994, subject to transitional relief 
for property that was under construction by or on behalf of the 
taxpayer before February 22, 1994 and property acquired by 
the taxpayer pursuant to a written agreement of purchase and 
sale entered into by the taxpayer before February 22, 1994; 


s provide a 30-per-cent declining balance CCA rate for all 
acquisitions after February 21, 1994 of certain types of energy 
conservation equipment used in Canada in an industrial 
process or to generate electricity; and 


=» extend the 30-per-cent declining balance CCA rate to the 
following types of property acquired for use in Canada after 
February 21, 1994: 


e enhanced combined cycle equipment at compressor 
stations located on a natural gas pipeline; 


e photovoltaic equipment and geothermal energy equipment, 
used primarily for the purpose of generating electricity; and 


¢ equipment used primarily for the purpose of collecting 
landfill gas from a licensed landfill site or digester gas from 
a licensed sewage treatment facility. 
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TAX INCENTIVES FOR POLLUTION 
ABATEMENT EQUIPMENT © | 


Equipment acquired primarily for the abatement of water 
an geceleraied CCA. Costs of purchasing this equipatent 
are deductible at rates of 25 per cent, 50 per cent and 
25 per cent, respectively, over three taxation years, 
provided the facility has been operated by the taxpayer 
since before 7 974. 


The principal industries bel have eee pe oe are 
pulp and paper, chemicals, textiles, food, pay metals 
and other tanec ang sectors. — 


The incentive provided to taxpayers by Classes 24 and 27 is 
limited to the installation of pollution abatement equipment 

at facilities in place before new environmental regulations 
concerning air and water pollution came into effect in the early 
1970s. Removing the incentive provided to this property will help 
ensure that the full environmental cost of production is borne by 
the producer in keeping with the “polluter-pays” principle. 
However, the incentive will not be terminated immediately. Rather, 
it will remain in place for property acquired until the end of 1998. 
This means that these pre-1974 facilities will have had at least 
25 years of preferential treatment to assist them in upgrading to 
current environmental standards. 


Class 34 was first created as a temporary incentive during the 
mid-1970s in response to the international escalation of oil prices 
and partly to promote “off-oil” initiatives. Class 34 was reviewed 
in 1984-85 and the stipulated expiry date was removed. 


Allowing taxpayers to deduct the cost of energy conservation 
equipment at a declining balance rate of 30 per cent means that 
the tax system will continue to provide an incentive to acquire 
this equipment. 


Lowering the rate of write-off allows the incentive rate to be 
extended to a wider variety of properties. In particular, property 
used for electrical generation at a compressor station located 
on a natural gas pipeline, geothermal generation of electricity, 
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TAX INCENTIVES FOR ENERGY 
CONSERVATION AND EFFICIENCY 
EQUIPMENT 


Eligible equipment (Class 34) is entitled to an gecelsratcd 
CCA. Costs of purchasing this equipment are deductible 

at rates of 25 per cent, 50 per cent and 25 per cent, 
respectively, over three taxation years. To be eligible for this 
Class, the equipment must be certified by Natural Resources 
Canada as meeting the conditions prescribed by the Income 
Tax Regulations. Eligible properties include certain types of 
cogeneration equipment, mini-hyadro facilities, electrical 
generators utilizing wind energy, active solar energy 
equipment and waste heat recovery equipment. Without 

this accelerated treatment, these properties would normally 
be depreciated at a declining balance rate of 4 per cent, 

20 per cent or 30 per cent. 


photovoltaic generation of electricity and the collection of gases 
from licensed landfill sites and sewage treatment facilities will be 
eligible for the new incentive rate. 


Lowering the rate of write-off for energy conservation equipment 
will also bring the capital cost allowance rate for this equipment in 
line with the rate for manufacturing and processing equipment. 


In addition, the certification requirement that currently exists for 
energy conservation equipment will be eliminated, although the 
Minister of National Revenue may seek advice from Natural 
Resources Canada as to the eligibility of particular types 

of equipment. 


It is also proposed that the existing specified energy property 
rules apply to property eligible for the proposed 30-per-cent 
declining balance CCA rate. 


Draft regulations will be released shortly. The attached table 
provides further details on the eligible energy conservation 
equipment under the current and proposed rules. 


See 
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Eligible Energy Conservation Equipment 


Current 


Proposed 


Electrical generating equipment 
(7000 BTU/kWh requirement) 


Mini-hydro facilities 


Wind energy equipment designed 
to generate electricity 


Active solar heating equipment: 


w used to heat a liquid or air used 
in connection with M&P 

@ used to provide space heating 
in a new building, or 

= used to heat water 


Heat recovery equipment 


Production equipment of a distributor 
of heat that consumes: 


a fossil fuels (other than oil) 
@ wood wastes, or 
@ municipal wastes 


= 7000 BTU/KWh requirement for 


Electrical generating equipment 
(6000 BTU/kKWh requirement) 


Mini-hydro facilities 


Wind energy equipment used primarily 
to generate electricity 


Active solar heating equipment: 


wg used primarily to heat a liquid or air 
used directly in connection with 
an industrial process 


Heat recovery equipment that reuses 
thermal waste, that would otherwise be 
rejected, directly in connection with 

an industrial process 


Heat production equipment that 
produces heat used directly in 
connection with an industrial process 
and that primarily consumes: 


@ wood wastes 

= municipal wastes 
w landfill gas, or 

= digester gas 


Photovoltaic equipment 
Enhanced combined cycle equioment 


ata compressor station located ona 


natural gas pipeline that satisfies: 


gas chargeable to the generation of 
electricity; and 
s 8600 BTU/KWh requirement for tole, 
energy chargeable to the oe 
of Oy 


baa primarily used for the 
purpose of collecting landfill gas from a 
licensed landfill site or digester gas from 
a licensed sewage treatment ey 


Equipment used primarily for the 
generation of electricity from 
geothermal energy. 
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FOREIGN AFFILIATES 


The Income Tax Act contains special rules for the taxation of 
resident shareholders of foreign affiliates. The budget proposes 
a number of modifications to these rules which result from the 
government’s ongoing monitoring of developments in this area. 
These changes affect the definition of active business income, 
the deduction of business losses in computing foreign accrual 
property income and the list of those countries in which foreign 
affiliates can earn exempt earnings from which dividends may be 
received tax-free in Canada. The specific details and dates of 
application are set out in the proposed amendments to the 
Income Tax Act and the Income Tax Regulations contained in 
the budget material. Explanatory notes for these amendments 
have also been provided. 


Background 


A foreign affiliate is a non-resident corporation in which a 
shareholder resident in Canada has a significant interest. A 
controlled foreign affiliate is generally a foreign affiliate in which 
the shareholder has or participates in a controlling interest. 


The shareholder’s share of the income of a foreign affiliate from 
an active business is not taxed until such time as it is paid to the 
shareholder by the affiliate as a dividend. However, the passive 
income of a controlled foreign affiliate of a shareholder — that is, 
its income from property, from a business other than an active 

_ business and certain capital gains — is taxable in the hands of the 
shareholder in the year in which it is earned, whether or not it is 
distributed. This income is referred to as the foreign accrual 
property income (FAPI) of the controlled foreign affiliate. 


The rules relating to foreign affiliates are complex. They seek to 
ensure that Canadian companies carrying on business outside 
Canada through their foreign affiliates are not placed at a 
disadvantage under the Canadian tax system vis-a-vis 
multinational companies based in other countries with which 
they have to compete. On the other hand, the rules also seek 

to ensure that foreign affiliates cannot be used to shelter passive 
income, or income that has been diverted from Canada, from 
Canadian tax. 
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Active Business Income 


Active business income is excluded from an affiliate’s foreign 
accrual property income. The budget proposes to reclassify 
certain types of income as non-active business income to ensure 
that it is included in FAPI. 


Under the existing law, the only category of income that is 
explicitly treated as income from a non-active business is that 
relating to services. This covers the income of a controlled 
foreign affiliate from the rendering of services where the cost 
is deductible in calculating the income of the controlling 
shareholders or of a related person from a business carried 
on in Canada. 


The proposed amendments, effective for taxation years 
commencing after 1994, will expand the categories of income 
that will be included in FAPI as non-active business income 

to include in particular circumstances, income from sales of 
property, income from insurance and interest and rental income 
to the extent that they have a Canadian source. 


New paragraph 95(2)(a.1) deals with income from sales of 
property. This will be treated as income from a business other 
than an active business of a foreign affiliate of a taxpayer where 
two conditions are satisfied: 


a» the cost of the property will be included in the inventory of the 
taxpayer or of any other non-arm’s length person in calculating 
income from a business carried on in Canada, and 


a the property sold by the affiliate was not produced or 
processed in the country in which the affiliate was established. 


This rule will not apply where more than 90 per cent of the 
affiliate’s gross income from sales of property is derived from 
arm’s length sales. The rule is intended to deny the tax benefit 
where a Canadian parent establishes a subsidiary in a low-tax 
jurisdiction for the purchase of goods in a third country and 
their sale at a profit for use in the Canadian business. 


New paragraph 95(2)(a.2) deals with the insurance of Canadian 
risks. When a foreign affiliate of a Canadian company insures 
persons resident in Canada or property situated in Canada, its 
income from such insurance will be treated as income from a 
business other than an active business and will therefore 
constitute foreign accrual property income. This rule will not 
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apply where more than 90 per cent of the affiliate’s income from 
its insurance business is derived from the arm’s length insurance 
of non-Canadian risks. 


New paragraph 95(2)(a.3) deals with interest and rental income 
on indebtedness and lease obligations of persons resident in 
Canada. Such income of a foreign affiliate will be treated as 
income from a business other than an active business except 
in those circumstances where more than 90 per cent of such 
income of the affiliate is from non-residents with whom it deals 
at arm’s length. 


In addition, new subsection 95(2.1) of the Act provides that the 
expression “income from an active business” of a foreign affiliate 
will include all business income other than: 


» income that is treated as income from a business other than 
an active business under subsection 95(2), and 
5) 


a income from an investment business. 


These rules, and the definition of “investment business”, are 
patterned on similar rules in sections 125 and 129 of the Act for 
the purpose of determining the income that qualifies for the small 
business deduction and the provisions dealing with dividend 
refunds for Canadian-controlled private corporations. 


Losses 


A controlled foreign affiliate of a taxpayer is permitted to deduct 
business losses in computing its FAPI. This provision creates 
opportunities for trading in losses and eroding the Canadian tax 
base. For example, a Canadian taxpayer may attempt to shelter 
investment income from tax by placing the investments in an 
offshore company with business losses. Under an amendment to 
Regulation 5908, a foreign affiliate will not be permitted to reduce 
its FAPI by the amount of its business losses for taxation years 
commencing after 1994. 


Listed Countries 


A corporation resident in Canada receives dividends from a 
foreign affiliate tax-free to the extent that the dividends were paid 
out of the affiliate’s exempt surplus. A foreign affiliate will have 
exempt surplus only if it is resident in a country, and has income 
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from an active business carried on by it in a country, that is listed 
in subsection 5907(11) of the Income Tax Regulations. It is 
intended that a country be listed in that subsection only where 
Canada and that country have concluded a tax treaty that has 
the force of law in Canada and that other country. The regulation 
is being amended to reflect this intention and will come into force 
for taxation years commencing after 1995 to afford those 
countries with which Canada does not have a double taxation 
treaty the opportunity to enter into negotiations. 


DEBT FORGIVENESS AND FORECLOSURES 


The Income Tax Act currently sets out a number of rules dealing 
with the settlement of indebtedness. There are also rules setting 
out the tax consequences for a debtor and creditor in the event 
that the creditor acquires the debtor’s property as a consequence 
of the non-payment of debt by the debtor, for example as a result 
of a foreclosure. 


The general rule that applies where commercial debt is settled 
is contained in section 80 of the Act. Under the existing section, 
any forgiven portion of a commercial debt issued by a debtor 
generally reduces the debtor’s otherwise deductible loss 
carryforwards. To the extent that the forgiven part of such debt 
exceeds these losses, the excess reduces the capital cost and 
adjusted cost base of capital property owned by the debtor. 


The rationale for section 80 is that debt enables a debtor to 
acquire property or make expenditures that give rise to 
deductions in computing income. To the extent that debt is 
forgiven, the cost of the expenditures has not been borne by the 
debtor and should therefore not be recognized for tax purposes. 
Moreover, given that creditors are generally able for income tax 
purposes to recognize losses arising from lending funds that are 
not repaid, it is reasonable that corresponding gains to debtors 
be recognized for income tax purposes. 


The budget proposes a number of changes to the rules dealing 
with the settlement of debt and with foreclosures and similar 
transactions effective from February 22, 1994. These new 
measures, together with a number of measures of a more 
technical nature, are described further in the Notice of Ways 
and Means Motion. It is contemplated that draft legislation and 
explanatory notes will be released shortly for consultation. 
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The following is a summary of the proposed changes. 


First, the categories of undeducted expenditures against which 
the forgiven amount of a commercial debt can be applied will be 
modified. In terms of additional categories, it is proposed that 
debtors may recognize forgiven amounts of debt through 
reductions to their cumulative Canadian development expense, 
cumulative Canadian oil and gas property expense and 
cumulative eligible capital. In terms of restrictions, the forgiven 
amount of a debt will no longer reduce the adjusted cost base 
of non-depreciable capital property (other than real property) 
because of the potential of avoiding the application of section 80 
through reorganizations involving the transfer of trust interests, 
partnership interests or shares. 


Second, section 80 will be changed to deal with the 
circumstances in which the forgiven part of commercial debt 
exceeds the loss carry-forwards and other amounts against 
which the forgiven amount of the debt is applied. In such a 
case, the excess will be added in computing a debtor’s income. 
The inclusion of an amount in income in these circumstances 
provides for the appropriate recognition with respect to the 
forgiven amount of a debt, in the event that there are insufficient 
undeducted expenditures against which the forgiven amount 
may be applied. 


Third, an amendment is proposed to address “debt parking” 
transactions. These transactions involve debt owed by a debtor 
to a financial institution or other unrelated creditor. Instead of 
forgiving all or part of the debt, the unrelated creditor typically 
sells the debt at a substantial discount to a person with whom 
the debtor does not deal at arm’s length at the time of the sale 
(or at a subsequent time after there has been a change of control 
of the debtor). Once sold to the new creditor, there is an incentive 
for the new creditor to leave the debt outstanding indefinitely 
because of the application of the rules in section 80. It is 
proposed to treat such “parked” debt acquired after 

February 21, 1994 as if it were settled for an amount equal 

to the cost of the debt to the new creditor. Likewise, once a 
non-arm’s length creditor recognizes debt that is capital property 
as a bad debt for tax purposes, such debt will be treated as if it 
were settled without payment. 
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Other debt, to which the above rules do not apply, will be 
addressed by an anti-avoidance rule which will treat debt as 
having been settled for no consideration, where one of the main 
reasons that the debt has been left outstanding is to defer the 
application of income tax rules relating to the forgiveness of debt. 


In all the cases described above, recognition will be given to 
subsequent payments by a debtor in satisfaction of a debt to 
the extent those payments exceed the amount for which the 
debt was deemed to have been settled. In addition, it should 
be noted that Revenue Canada will continue to examine debt 
parking arrangements entered into before February 22, 1994. 


Finally, section 80 will be revised so that its operation after 
February 21, 1994 is extended to distress preferred shares. 
Distress preferred shares are essentially shares issued for a term, 
the dividends from which are not subject to the special rules 
under the Act governing the taxation of dividends paid on term 
preferred shares. This change recognizes that distress preferred 
shares, which are typically issued in substitution for debt, should 
similarly be subject to section 80. To the extent that a forgiveness 
of debt is not recognized at the time of such substitution, it is 
appropriate that any forgiven amount with respect to such shares 
be recognized at the time such shares are ultimately redeemed, 
cancelled or converted into other property. 


There are also a number of changes proposed to section 79 of 
the Act. The key change involves the calculation of a debtor’s 
proceeds of disposition for property where a creditor acquires or 
reacquires the property in consequence of the debtor’s default 
with respect to debt. Such proceeds will take into account 
accrued interest payable to a creditor, rather than just the 
principal amount of debt. In addition, where such property 

was security for other debts owed by the debtor, the other 
debts will be taken into account to prevent the debtor from 
Claiming a loss on the disposition of the property. 


DIVISIVE CORPORATE REORGANIZATIONS 


The Income Tax Act contains rules that permit the property 
of a corporation to be divided pro rata among its corporate 
shareholders on a tax-deferred basis. These rules were put 
in place a number of years ago in order to accommodate the 
splitting-up of a corporation so that the shareholders of a 
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corporation could continue to carry on separately the businesses 
carried on by the corporation. In recent years, these rules have 
been relied upon with increasing frequency to obtain a tax 
deferral on dispositions of assets to arm’s-length purchasers. 


The tax avoidance technique, commonly referred to as a 
“purchase butterfly”, allows a capital gain at the corporate level 
to be deferred until the asset is ultimately disposed of by the 
purchaser in a subsequent taxable transaction. As well, the 
proceeds of the sale are, in effect, received at the shareholder 
level rather than at the corporate level. In most cases, the tax on 
the gain at the shareholder level is significantly less than the tax 
that would have been payable if the assets had been sold by the 
corporation and the proceeds distributed by the corporation to 
its shareholders. 


In May 1998, draft amendments were introduced to curtail the 
use of a purchase butterfly where the sale proceeds are received 
by non-resident shareholders. This budget proposes further 
amendments that are designed to extend these restrictions to 

all purchase butterfly reorganizations. 


These amendments, intended to take effect immediately, will 
eliminate the tax advantages of structuring a corporate asset sale 
as a purchase butterfly in both domestic and cross-border 
situations. These amendments will also ensure that, in both 

the domestic and cross-border situations, a reorganization 

that would otherwise qualify for the tax-deferred distribution of 
property is not tainted merely because of an arm’s length sale 

of shares by an insignificant shareholder. 


This budget also introduces amendments to the provisions of the 
Income Tax Act which enable a corporation to obtain an increase 
in the adjusted cost base of capital property distributed to it in the 
course of a winding-up of its subsidiary. These amendments are 
intended to prevent taxpayers from converting a sale of corporate 
assets into a disposition at the shareholder level and thereby 
obtaining, indirectly, the tax benefits that they would have been 
prevented from obtaining had the sale been structured as a 
purchase butterfly. 


For details, refer to the draft amendments and explanatory notes 
contained with the budget materials. 


SES 


Tax MEASURES: SUPPLEMENTARY INFORMATION 


SCIENTIFIC RESEARCH AND EXPERIMENTAL 
DEVELOPMENT TAX INCENTIVES 


Tax incentives in Canada for scientific research and experimental 
development (SR&ED) are the most generous of all the 

G-7 countries. Legislative changes and administrative initiatives 
in recent years have made the system more effective and 
accessible. 


To further strengthen administrative efficiency and fairness in 
the tax system, this budget proposes to modify the SR&ED tax 
incentives as follows: 


» eliminate special rules for sole-purpose SR&ED performers 
for taxation years beginning after February 22, 1994; and | 


= require that a taxpayer identify SR&ED expenditures no later 
than the date when the taxpayer’s tax return is due for the 
year following the taxation year in which the expenditures 
were made. 


SOLE-PURPOSE SR&ED PERFORMERS 


A sole-purpose SR&ED performer is a taxpayer that derives 
all or substantially all of its revenue from the prosecution or 
sale of rights arising out of research and development. Such 
taxpayers often carry out SR&ED for a corporate group. 
Sole-purpose SR&ED performers are exempted from the 
rules that expressly exclude certain expenses such as legal 
fees, interest costs, and entertainment expenses from 
eligibility for the SR&ED tax credits. 


The removal of special rules for sole-purpose SR&ED performers 
will treat all taxpayers on a consistent basis with respect to their 
entitlements to SR&ED tax incentives. A special provision for 
sole-purpose SR&ED performers is no longer necessary because 
of recent legislative and administrative initiatives that have 
streamlined the system of SR&ED tax incentives, such as the 
proxy method of determining the tax credit for overhead costs. 
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Identifying SR&ED Expenditures 


The government intends to focus the SR&ED tax incentive on 
encouraging new research and development rather than on 
providing an incentive to reopen the calculation of tax credits for 
expenditures made in prior years. 


In the last four fiscal years, the number of requests to adjust 
SR&ED claims for prior taxation years has grown significantly. 
The current rules have no time limit for back claims for SR&ED 
ITCs other than the ten-year carry-forward period for the credits 
themselves, although the credits can only be utilized in years 
that are not statute-barred. 


The budget proposes to restrict expenditures that qualify for 
SR&ED ITCs to those expenditures that are identified by the 
taxpayer on a prescribed form at or before the time that the 
taxpayer's income tax return is due for the taxation year following 
the year in which the expenditures were incurred. For example, 
for a corporate taxpayer with a calendar taxation year, an 
expenditure incurred in 1995 must be identified by the taxpayer 
to Revenue Canada before July 1, 1997. 


A special transition rule will apply for expenditures made in 

a taxation year ending before February 22, 1994. For these 
expenditures, a taxpayer will have the time otherwise specified 
above in which to identify qualifying expenditures or, If later, 

90 days after the legislation implementing this proposal receives 
Royal Assent. 


Where a taxpayer misclassifies an expenditure, which is 
subsequently reclassified as an SR&ED expenditure as a result 
of an assessment (other than a taxpayer requested adjustment) 
by Revenue Canada, the expenditure will nevertheless qualify 
for an ITC at that time. 


Other changes in this budget affect SR&ED tax incentives. In 
particular, the change denying certain tax preferences to large 
private corporations and the changes to regional investment tax 
credits may affect SR&ED ITC entitlements. Further details can 
be found in the sections describing these measures. 
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TAX SHELTER INVESTMENTS 


Negative Adjusted Cost Base 


The adjusted cost base (ACB) of a taxpayer’s property reflects 
the cost to a taxpayer of the property and is taken into account 
in computing a capital gain or loss on the sale of the property. 
In certain circumstances the ACB of a taxpayer’s property may 
become negative in which case the taxpayer is treated as having 
realized a capital gain. This rule generally does not apply where 
the property is a partnership interest; this exception recognizes 
that a partner’s negative ACB may result from legitimate, and 
possibly temporary, circumstances such as the withdrawal of 
partnership capital or where losses of the partnership are 
allocated to the partner for tax purposes. 


Certain tax shelters have been structured to utilize this exception 
to permit limited or passive investors to claim tax-deductible 
losses and receive cash distributions which exceed the amount 
invested; that is, to extract tax-free from the partnership more 
than the cost of the partnership interest to the investor. The 
budget proposes that limited and certain other passive partners 
will be required to report as a capital gain any negative ACB in 
their partnership interest at the end of a fiscal period of the 
partnership. 


These rules are a logical extension of the existing limited 
partnership “at-risk” rules which constrain the amount of losses 
that may be flowed out to an investor. In particular, the budget 
proposal will ensure that the at-risk rules cannot be circumvented 
by having partnership loss allocations precede distributions. 
Subject to transitional provisions, the new rules will apply to 

fiscal periods of partnerships ending after February 22, 1994. 


Capital Cost of Films and Video Tapes 


The federal government is committed to the continued viability of 
the Canadian film industry. Currently, assistance is provided to the 
industry through direct expenditure programs as well as income 
tax incentives for certified Canadian films. The government is 
concerned, however, that film financing mechanisms have been 
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developed to provide tax benefits to investors in excess of those 
contemplated when the incentives were introduced and in a 
manner inconsistent with the limited partnership at-risk rules. 
Generally, these financings depend on an overallocation of 
benefits to investors through the use of convertible debt. 


In particular, some film limited partnerships have raised debt 
that is convertible into interests in the partnership. After the tax 
benefits and cash distributions have been allocated to the original 
limited partners, the lender converts its loan into a partnership 
interest. In effect, proceeds from convertible loans are used to 
acquire films or video tapes at a capital cost which is, when 
allocated to the original limited partners in the form of capital 
cost allowance (CCA), in excess of the amount that would 
otherwise be allocated to such limited partners if the lender were 
considered to be a partner from the time the loan was made. 
The combination of this excess allocation of CCA to the original 
limited partners and the distribution of revenue to those partners 
ensures that the original limited partners have little or no 
investment risk. 


Accordingly, this budget proposes to amend the Income Tax 
Regulations to reduce the capital cost of a film or video tape 
acquired after February 22, 1994 by the amount of any loan that 
is convertible into an interest in the film or a partnership that holds 
the film or video tape until such time as the convertible loan is 
exchanged for a partnership interest or repaid. Transitional relief 
will be provided for property acquired pursuant to an agreement 
in writing entered into before February 22, 1994 or pursuant to 
a prospectus, preliminary prospectus, registration statement or 
offering memorandum filed before February 22, 1994 and 
where required by law, accepted for filing by a public authority 

in Canada pursuant to and in accordance with securities 
legislation of Canada or of any province. 
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ELIMINATING PREFERENTIAL TAX RATE 
FOR LARGE PRIVATE CORPORATIONS 
— TECHNICAL ANNEX 


Section 125 of the Income Tax Act provides a tax credit to 
Canadian-controlled private corporations (CCPCs) which is 
commonly referred to as the “small business deduction”. This 
deduction is currently calculated as 16 per cent of the least 
of three amounts: 


a the corporation’s active business income for a taxation year; 
a the corporation’s taxable income for the year; and 
a the corporation’s “business limit” for the year. 


A CCPC’s business limit is generally $200,000. This limit is 
prorated for taxation years less than 51 weeks in length, and 
must be shared among corporations that are associated with 
one another during the taxation year in question. 


Part 1.3 of the Act imposes a tax Known as the “Large 
Corporations Tax”, or LCT, which applies at a rate of 0.2 per cent 
on a corporation’s taxable capital employed in Canada in excess 
of $10 million. In general terms, “taxable capital employed in 
Canada” is the amount of a corporation’s debt and equity, less 
the amount of its investments in other corporations, that is 
considered to be used in connection with its activities carried 

on in Canada. 


The budget proposes to phase out, on a straight-line basis, the 
benefits of the small business deduction for corporations having 
taxable capital employed in Canada of between $10 and 

$15 million. Corporations having taxable capital employed in 
Canada of more than $10 million but less than $15 million 
would have their business limit reduced by an amount equal to 
20 times their LCT liability for the preceding taxation year. For 
these purposes, a corporation’s LCT liability will be determined 
without reference to the credit provided under Part |.3 for the 
corporate surtax. 
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A CCPC that is associated with one or more other corporations 
in a taxation year ending in a given calendar year will be required 
to take into account its own as well as the LCT liability of 
associated corporations for their last taxation year ending in the 
preceding calendar year. Effectively, the amount remaining, after 
deducting 20 times the associated group’s total LCT payable for 
the preceding calendar year from $200,000, will be the total 
business limit of CCPCs in the group for taxation years ending 

in the same (later) calendar year. 


In order to negate the effect of short taxation years on the 
amount of a corporation’s business limit: 


= LCT payable for previous years of less than 365 days will be 
increased to reflect a full-year’s tax liability; and 


a the amount that would otherwise be deducted, pursuant to 
this proposal, from a corporation’s business limit for a taxation 
year of less than 365 days in length will be reduced in 
accordance with the rules that currently reduce the business 
limit for short taxation years. 


Furthermore, while this change is to apply to taxation years 
ending after June 30, 1994, transitional provisions will be 
included to restrict its application to the proportion of a 
corporation’s income that — based on the number of days in 
the taxation year falling after that date — may be considered to 
arise after that date. Two illustrations follow. 


45 


searuann nae RRR OES 


Tax MEASURES: SUPPLEMENTARY INFORMATION 


Illustration of Calculation of Business Limit — 
Non-associated CCPC 


This illustration sets out the calculation of the business limit 
for A Co., a Canadian-controlled private corporation that is 
not associated with any other corporation, for its taxation 
years ending December 31, 1994, August 31, 1995 and 
August 31, 1996. Assume that it has taxable capital employed 
in Canada and Large Corporations Tax (LCT) paid as follows: 


Taxable capital employed 


Taxation year ending in Canada LCT paid 
December 31, 1993 $12,000,000 $4,000.00 
December 31, 1994 $12,000,000 $4,000.00 
August 31, 1995 $13,000,000 $3,994.52 


Calculation of business limit 


Taxation year ending 31/12/94 31/08/95 31/08/96 
LCT paid for preceding 
taxation year A 4,000.00 4,000.00 3,994.52 
Number of days in taxation year B 365 243 366 
Number of days in taxation year 
after June 30, 1994 C 184 243 366 
Calculation of LCT 
on a full year basis: 
A x 365' / B of previous year D 4,000.00 4,000.00 6,000.00 
Business limit otherwise determined 
(after the application of 
Section 125(5)(b): 
$200,000 x B/ 365") 200,000 133,151 200,000 
Business limit reduction: 
20xDxC/ 365") 40,329 53,260 120,000 
Business limit 159,671 79,891 80,000 


() Or number of days in year, where greater than 365. 
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Illustration of Calculation of Business Limit — 
Associated Corporations 


This illustration sets out the calculation of the business limit for 
two Canadian-controlled private corporations, A Co. and B Co.., 
that are associated throughout the period. For A Co., the 
assumptions are the same as in the previous illustration. For 

B Co., assume that the taxation years and the Large 
Corporations Tax (LCT) paid are as follows: 


Taxation year ending LCT paid 
August 31, 1993 $4,000.00 
August 31, 1994 $4,500.00 
August 31, 1995 $5,000.00 


Calculation of business limit 


Calendar year 1994 1995 1996 


LCT paid for last fiscal year 
ending in preceding 
calendar year 
A Co. A 4,000.00 4,000.00 3,994.52 
B Co. B 4,000.00 4,500.00 5,000.00 


Number of days in 
previous taxation year 
A Co. C 365 365 243 
B Co. D 365 365 365 


Allocation of $200,000 
Business Limit 
A Co. E 75,000 75,000 75,000 
B Co. 5 125,000 125,000 125,000 


200,000 200,000 200,000 


Calculation of LCT on a full year basis: 


A Co.: A x 365/ C 4,000.00 4,000.00 6,000.00 

B Co.: B x 365")/ D 4,000.00 4,500.00 5,000.00 

Total G 8,000.00 8,500.00 11,000.00 
Lesser of G 

and $10,000 H 8,000.00 8,500.00 10,000.00 


(1) Or number of days in year, where greater than 365. 
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A Co. 
Taxation year ending 


Number of days in 
taxation year 


Number of days in 
taxation year after 
June 30, 1994 


Business limit otherwise 
determined (after the 
application of 
Section 125(5)(b)): 

Exo: 


Business limit reduction: 
E/ 10,000 x H x K/ 365) 


Business limit 


B Co. 


Taxation year ending 


Number of days in 
taxation year 


Number of days in 
taxation year after 
June 30, 1994 


Business limit otherwise 
determined (after the 
application of 
Section 125(5)(b): 

Px L/ 365 


Business limit reduction: 
F / 10,000 x H x M/ 365") 


Business limit 


31/12/94 


365 


184 


75,000 


30,247 


44,753 


31/08/94 


365 


62 


125,000 


16,986 


108,014 
(1) Or number of days in year, where greater than 365. 


31/08/95 


243 


243 


49,932 


42,442 


7,490 


31/08/95 


365 


365 


125,000 


106,250 


18,750 


31/08/96 


366 


75,000 


75,000 


0 


31/08/96 


366 


366 


125,000 


125,000 
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Illustration of Impact on SR&ED Benefits 


To be consistent with the changes to the business limit, 

this budget also proposes that, effective for taxation years 
commencing after 1995, a corporation’s SR&ED expenditure 
limit will be phased out as the taxable capital employed in 
Canada increases from $10 to $15 million. This proposal may 
reduce the amount of a corporation’s total tax credit as well as 
the amount of the credit that is refundable. 


A comparison of the existing system and the proposed system 
for taxpayers with $2 million of current SR&ED expenses is 
provided below. Under the proposed rules, for a corporation with 
prior year taxable income of $200,000, the total credit earned 
declines from $700,000 (35 per cent of $2 million) to $400,000 
(20 per cent of $2 million) and the maximum refundable ITC 
declines from $700,000 to zero as taxable capital employed in 
Canada increases from $10 to $15 million. 


Similarly, for a corporation with prior year taxable income of 
$300,000, the total credit earned declines from the current level 
of $550,000 (35 per cent of the first $1 million of current SR&ED 
expenditures and 20 per cent of the remainder) to $400,000 
(20 per cent of the full $2 million) as taxable capital increases. 
Also, the maximum refundable ITC declines from $350,000 to 
zero as taxable capital increases. 


Taxpayers with $400,000 or more of taxable income will not be 
affected by this provision. Their total tax credit on $2 million of 

current SR&ED expenses remains at $400,000 (20 per cent of 

$2 million) with none of the credit being refundable. 
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Total credit” Maximum 
earned refundable ITC 
Taxable(?) 

Taxable?) — capital Proposed Proposed 
income ($million) Current’) after 1995 Current) after 1995 
200,000 10.0 700,000 700,000 700,000 700,000 
200,000 apedts. 700,000 550,000 700,000 350,000 
200,000 15.0 700,000 400,000 700,000 - 
300,000 10.0 550,000 550,000 350,000 — . 350,000 
300,000 12.5 550,000 475,000 350,000 175,000 
300,000 15.0 550,000 400,000 350,000 _ 
400,000 ~ 400,000 400,000 - - 


or more 


(1) Assumes SR&ED current expenditures of $2 million and ITC rate of 
20 per cent on all expenditures above the expenditure limit. 


) Taxable income and taxable capital of prior taxation year (full year). 
(3) As proposed in April 1993 budget. 
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AMENDMENT TO THE EXCISE TAX ACT 


Air Transportation Tax 


The air transportation tax will be restructured to reduce the tax 
burden on short-haul domestic and transborder flights and to 
recover a greater proportion of the cost of air facilities and 
services provided by Transport Canada. 


The air transportation tax is imposed on tickets purchased for the 
transportation of a person by air. Proceeds from the tax are made 
available to the Minister of Transport for use in the provision of 
facilities and services to the air industry. 


In order to reduce the tax burden on short-haul domestic and 
transborder air travel, the current $10 flat tax component will be 
lowered to $6. This will address concerns expressed in recent 
years by a number of carriers providing short distance air 
transportation services to smaller communities that the tax places 
too heavy a burden on short distance travellers. 


To enhance Transport Canada’s recovery of the cost of providing 
air facilities and services, the maximum air transportation tax on 
domestic and transborder air travel will be increased from $40 to 
$50. The tax on other international air travel will also be increased 
from $40 to $50, where the transportation is purchased in 
Canada or the first emplanement is in Canada, and from $19 to 
$25, where the transportation is purchased outside Canada for 
travel to Canada. As well, the current $19 maximum tax on 
transborder air transportation subject to the United States’ 
10-per-cent air transportation tax will be raised to $25. 


These changes are expected to generate additional revenues of 
$24 million in the 1994-95 fiscal year and $41 million in the 
1995-96 fiscal year. 


The new rates of tax will apply to tickets purchased outside 
Canada that include an international departure from Canada on 
or after May 1, 1994, except where the tax has been paid prior 
to that date, and to tickets purchased in Canada on or after 
May 1, 1994. 
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SIMPLIFICATION OF CANADA’S TARIFF 
REGIME AND REDUCTION OF INPUT TARIFFS 


Introduction 


The Canadian tariff regime continues to be an important element 
of economic, trade and industrial policies, affecting the 
competitive position of the Canadian manufacturing and service 
sectors both domestically and internationally. It is important, 
therefore, that the tariff system support the government's policy 
objectives in these areas by facilitating the operations of 
Canadian importers and manufacturers. While creating new 
opportunities for economic growth and industrial development, 
freer trade, particularly in the North American market, will result in 
new competitive pressures to which Canadian industry will need 
to respond. It is on the basis of these considerations that the 
government is undertaking a comprehensive review of Canada’s 
tariff regime. 


The Existing Tariff Regime 


Over the years, as a result of successive international 
negotiations and unilateral measures to respond to the 
competitive needs of Canadian industry, the tariff system has 
become increasingly complex and more costly to administer. 

This situation has moreover created uncertainties and additional 
administrative costs for the Canadian business community. This 
trend will continue with the implementation of the North American 
Free Trade Agreement and the recently concluded Uruguay 
Round of the Multilateral Trade Negotiations. 


The Customs Tariff, the primary instrument of the tariff regime, 
illustrates this situation. As a result of a series of trade 
agreements, it now provides preferential rates under eight tariff 
treatments, in addition to the Most-Favoured-Nation Tariff which 
is accorded to Canada’s GATT trading partners and the General 
Tariff treatment which is applied to imports from countries with 
which Canada has no trade agreement. 


Also, the adoption in 1988 of a new tariff nomenclature based 
on the international Harmonized System, while an important 
structural improvement, resulted in a significant expansion of the 
Customs Tariff from some 3,000 provisions to over 9,000. 
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In addition to these international developments, the policy of 
making unilateral tariff changes to assist Canadian industry in 
competing with imports in the domestic market, has added to the 
complexity of the current system by introducing a large number 
of special provisions which are departures from the normal tariff 
rate structure. As well, as new products have come on stream 
(particularly in the high technology area) and as trade patterns 
have changed, a number of tariff provisions have become 
redundant from standpoints of product differentiation or 

import levels. 


Apart from these structural concerns, another aspect of the 
current regime that will begin to have an impact on the 
competitiveness of Canadian companies is the fact that the rates 
of duty on many goods imported from offshore for use as inputs 
in Canadian manufacturing operations are higher than the U.S. 
rates on similar goods. Over time, this could make Canada a 
less attractive place for investment. The situation is currently 
mitigated, in part, by the export duty drawback program under 
which duties on inputs used to manufacture goods exported 
abroad are refunded. However, with the scheduled elimination 

of duty drawback on goods exported to the U.S. (initially 
January 1, 1994 under the FTA but extended under the NAFTA 
to January 1, 1996), the problem becomes more acute. In its 
1992 report, the private sector Steering Group on Prosperity 
recommended that import duty rates on manufacturing inputs be 
brought into line with U.S. rates in order to ensure that Canadian 
industry is in a position to take advantage of the new 
opportunities created by freer trade. 


Tariff Simplification and Input Tariffs Reduction 


A review of Canada’s tariff regime is therefore being undertaken. 
Its main objectives are to ensure that the Customs Tariff and 
related regulations are responsive to the competitive pressures 
facing Canadian industry as a result of freer trade, especially in 
the North American market, and to lessen the regulatory burden 
and associated costs to both the business community and the 
government by making the tariff system simpler, more 
transparent and predictable. 


To conduct this review, a Task Force has been formed within 
the Department of Finance. The review will be conducted over 
a three-year period during which time trade and industry 


53 


AAA SS 


Tax MEASURES: SUPPLEMENTARY INFORMATION 


associations, importers, manufacturers and other stakeholders 
will be consulted for their views on proposals developed by the 
Task Force to simplify the Customs Tariff and related regulations. 
While not intended to be an exhaustive listing, the review will 
include an examination of such issues as: 


the reduction or removal of duties on manufacturing inputs; 


the revision of the Customs Tariff legislative text, including such 
issues as the consolidation and broadening of Order in Council 
authorities and the consolidation of tariff treatments; 


the elimination of the concessionary codes, remissions and 
other regulations, or their incorporation into Schedule | of 
the Customs Tariff, 


the consolidation of Schedule | tariff items where rate 
differentials or product differentiations are not meaningful: 


the termination of the Machinery Remission Program; 


the conversion of specific and compound rates to 
percentage rates; 


the elimination of “not made in Canada” provisions; 


the elimination of provisions providing low “nuisance” rates; 
and 


the adoption of a simple rate structure. 


The initial round of consultations with the business community will 
be launched soon on proposed tariff reductions on a wide range 
of manufacturing inputs. 
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NOTICE OF WAYS AND MEANS MOTION 
TO AMEND THE INCOME TAX ACT 


That it is expedient to amend the /ncome Tax Act to provide 
among other things: 


45 
if 


Charitable Donations Tax Credit 


(1) That, for the 1994 and subsequent taxation years, the 
charitable donations tax credit in respect of an individual’s total 
gifts in excess of $200 for a particular year be calculated at the 
highest individual marginal tax rate in effect for that year. 


Age Tax Credit 


(2) That the amount used in the formula determining an 
individual’s age tax credit be reduced 


(a) for the 1995 and subsequent taxation years, by 15% of 
the amount, if any, by which the individual’s income for the 
year exceeds $25,921 (increased by the indexing factor), and 


(b) for the 1994 taxation year, by the lesser of $1741 and 
7.5% of the amount, if any, by which the individual’s income 
for the year exceeds $25,921. 


Employee Benefits 


(3) That, for the 1994 and subsequent taxation years, the 
amount included in computing the income of an individual from 
an office or employment in respect of group term life insurance 
provided after June 1994 be determined without excluding the 
first $25,000 of coverage. 


First-Time Home Buyers’ Plan 


(4) That, with respect to withdrawals from RRSPs after 
March 1, 1994, the provisions of the Act relating to the Home 
Buyers’ Plan be extended to provide that 


(a) amounts not exceeding $20,000 withdrawn by an 
individual from RRSPs in order to assist in the acquisition 
of an owner-occupied home not be included in income, 
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(6b) an amount withdrawn from an RRSP by an individual not 
qualify as an eligible amount under the Plan if the individual, 
or the individual’s soouse while married to the individual, 
owned, at any time in the period commencing at the 
beginning of the fourth calendar year preceding the year 

of the withdrawal and ending on the 31st day before the 
withdrawal, a home that was inhabited by the individual and 
used by either of them as a principal place of residence, 


(Cc) an amount withdrawn from an RRSP by an individual after 
March 1, 1994 not qualify as an eligible amount if the 
individual withdrew an eligible amount under the Plan before 
March 2, 1994 or before the calendar year in which the 
amount was withdrawn or the home in respect of which the 
amount was withdrawn is not acquired before October 1 of 
the year following the withdrawal, 


(d) the repayment period for such withdrawals be 15 years 
and begin in the second year following the year of the 
withdrawal, and 


(e) an individual not be allowed to deduct an RRSP 
contribution made less than 90 days before it was withdrawn 
as an eligible amount under the Plan. 


Home Buyers’ Plan — Repayments 


(5) That, for the 1995 and subsequent calendar years, 
repayments under the Home Buyers’ Plan for a year be allowed 
in the first 60 days of the following year. 


Partnership Interests 


(6) That, where the adjusted cost base of an interest of a 
limited partner (or a person who had never been a member 
other than a specified member) of a partnership is negative 
at the end of a fiscal period of the partnership ending after 
February 22, 1994, the negative amount be deemed to be a gain 
of the member, except where the partnership was, at the end of 
the fiscal period, carrying on a business that was carried on 
by it on February 22, 1994, the member held that interest on 
February 22, 1994 and there has not after February 21, 1994 
been a substantial contribution of capital to the partnership or 
substantial partnership borrowing other than that 
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(a) required by the partnership to make an expenditure 
pursuant to the terms of a written agreement entered into 
before February 22, 1994, 


(6) made pursuant to the terms of a prospectus, preliminary 
prospectus, registration statement or offering memorandum 
filed before February 22, 1994 and, where required by law, 
accepted for filing by a public authority in Canada pursuant to 
and in accordance with the securities legislation of Canada or 
of any province, or 


(Cc) incidental to, or necessary for, the business and not for a 
Significant expansion of the business. 


Capital Gains Exemption 


(7) That the $100,000 lifetime capital gains exemption be 
eliminated for gains realized on dispositions of property occurring 
after February 22, 1994 and for gains brought into income after 
1994 by the capital gains reserve mechanism, and that 


(a) an individual (other than a trust) be permitted to 
recognize, by filing an election with the individual’s 1994 
tax return, all or any part of the gains (to the extent that 
the gains so recognized increase the amount deductible 
by the individual under this exemption) accrued to 
February 22, 1994 on properties of the individual, 


(b) a personal trust or partnership any beneficiary or member 
of which is on February 21, 1994 an individual be permitted 
to recognize, by filing an election, all or any part of the gains 
accrued to February 22, 1994 on capital properties of the 
trust or partnership, 


(c) each property covered by the election referred to in 
subparagraph (a) or (b) be considered to have been disposed 
of by the individual, trust or partnership on February 22, 1994 
for proceeds of disposition equal to the amount designated in 
the election (which shall not be less than the adjusted cost 
base of the property nor exceed its fair market value on 
February 22, 1994) and reacquired by the individual, trust or 
partnership immediately thereafter for the same amount, and 
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(d) where an individual, trust or partnership has recognized a 
gain in respect of a property by virtue of an election referred 
to in subparagraph (a) or (b) 


(i) any loss realized by a person on a subsequent 
disposition of the property be reduced to the extent of the 
gain so recognized by that person or by another person 
with whom that person did not deal at arm’s length, 


(ii) any loss realized by the trust or partnership, or by any 
beneficiary under the trust, any member of the 
partnership or any other person with whom such trust, 
partnership, beneficiary or member did not deal at arm’s 
length, on a subsequent disposition of the property be 
reduced to the extent of the gain, and 


(iii) where the property is non-qualifying real property 


(A) an amount equal to that portion of the gain that 
is not an eligible real property gain be deducted in 
computing the adjusted cost base to the individual, 
trust or partnership of the property immediately after 
the disposition referred to in subparagraph (c), and 


(B) an amount equal to % of the amount determined 
under subclause (A) be deducted in computing the 
income of the individual, trust or partnership, and 


(iv) this exemption may not be claimed in respect 
of a gain so recognized by a trust or partnership 

by an individual who was not on February 21, 1994 
a beneficiary under the trust or a member of 

the partnership. 


Meals and Entertainment 


(8) That the portion of expenses incurred after 
February 21, 1994 for food, beverages and entertainment 
consumed or enjoyed after February 1994 that is recognized 
for the purposes of the Act be reduced from 80% to 50%. 


ESSER 
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Foreign Affiliates 


(9) That the rules with respect to foreign affiliates be 
amended in accordance with the draft amendments tabled in 
the House of Commons by the Minister of Finance on 
February 22, 1994 with effective dates as described therein. 


Divisive Corporate Reorganizations 
(10) That 


(a) the rules in section 55 of the Act relating to the avoidance 
by corporations of tax on capital gains, and 


(b) the rules in subsection 88(1) of the Act relating to the cost 
to a corporation of property distributed to it in the course of 
the winding-up of its subsidiary 


be amended in accordance with the draft amendments to the Act 
tabled in the House of Commons by the Minister of Finance on 
February 22, 1994 with effective dates as described therein. 


Atlantic Investment Tax Credit 


(11) That the investment tax credit for qualified property 
acquired by a taxpayer for use in the Atlantic provinces, the 
Gaspé Peninsula or the prescribed offshore region be reduced 
from 15% to 10% for property acquired after 1994, other than 
property that 


(a) is acquired by the taxpayer pursuant to a written 
agreement of purchase and sale entered into by the taxpayer 
before February 22, 1994, 


(6) was under construction by or on behalf of the taxpayer 
before February 22, 1994, or 


(c) is machinery or equipment that will be a fixed and integral 
part of property under construction by or on behalf of the 
taxpayer before February 22, 1994. 
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Special Investment Tax Credit 


(12) That the 30% investment tax credit for certified property 
acquired by a taxpayer for use in prescribed areas of Canada 
be discontinued for property acquired after 1994, other than 
property that 


(a) is acquired by the taxpayer pursuant to a written 
agreement of purchase and sale entered into by the taxpayer 
before February 22, 1994, 


(6b) was under construction by or on behalf of the taxpayer 
before February 22, 1994, or 


(c) is machinery or equipment that will be a fixed and integral 
part of property under construction by or on behalf of the 
taxpayer before February 22, 1994. 


Atlantic SR&ED Investment Tax Credit 


(13) That the scientific research and experimental 
development investment tax credit for qualified expenditures in 
the Atlantic provinces and the Gaspé Peninsula be reduced 
from 30% to 20% for expenditures incurred by a taxpayer after 
1994, other than an expenditure incurred pursuant to a written 
agreement entered into by the taxpayer before February 22, 1994. 


Qualified SR&ED Expenditures for 
Investment Tax Credits 


(14) That a scientific research and experimental develooment 
expenditure incurred by a taxpayer in any taxation year generally 
be eligible for an investment tax credit only if the taxpayer 
identifies the expenditure as such in a prescribed form filed with 
the Minister of National Revenue by the due date for the 
taxpayer’s income tax return for the following taxation year, 
except that such an expenditure incurred in a taxation year 
ending before February 22, 1994 may be identified in a 
prescribed form filed by the date otherwise required or within 
90 days after Royal Assent to any measure giving effect to 
this paragraph. 
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SR&ED Expenditure Limit 


(15) That for taxation years commencing after 1995 the 
scientific research and experimental develooment expenditure 
limit for a particular taxation year of a Canadian-controlled private 
corporation or an associated group of such corporations in 
respect of the 35% investment tax credit be determined by 
the formula 


($4,000,000 — 10A)(B/$200,000) 
where 
A_ is the greater of 
(a) $200,000, and 


(b) the taxable income of the corporation for its last 
preceding taxation year or, if it is associated with another 
corporation in the particular year, the taxable income of 
the corporation for its last taxation year ending in the 
preceding calendar year plus the taxable incomes of all 
associated corporations for their last taxation years 
ending in the preceding calendar year, and 


Bis the business limit used in determining the small 
business deduction of the corporation, or the associated 
corporations, under section 125 of the Act for the 
particular year 


and for this purpose, the taxable income and business limit of any 
corporation for a short taxation year shall be determined as that 
ratio of the taxable income and business limit as otherwise 
determined for that taxation year that 365 days is of the number 
of days in that taxation year. 


Small Business Deduction 


(16) That a Canadian-controlled private corporation’s 
business limit under section 125 of the Act, for a particular 
taxation year ending after June 1994, be reduced by the amount 
determined by the formula 


B C 


x x 
$10,000 365 
where 


A is the amount of the business limit allocated to the 
corporation for the particular year (determined without 
reference to paragraph 125(5)(b) of the Act), 


Bis 
(a) where the year commenced before July 1994, the 


lesser of $10,000 and the amount determined under 
Subparagraph (b), and 


(b) in any other case, the amount of tax payable under 
Part 1.3 of the Act by the corporation for its preceding 
taxation year (determined without reference to 
subsections 181.1(2) and (4) of the Act) or, if it is 
associated with another corporation in the year, the total 
of such tax payable by the corporation and all associated 
corporations for their last taxation year ending in the 
preceding calendar year (determined without reference 
to subsections 181.1(2) and (4) of the Act), and 


Cis the number of days in the particular year that are after 
June 1994, 


except that, in applying the definition “qualifying corporation” in 
section 127.1 of the Act to determine a corporation’s refundable 
investment tax credit for taxation years commencing before 
1996, and in applying subsection 127(10.1) of the Act, a 
corporation’s business limit shall be determined without reference 
to this paragraph. 


Part IV Tax on Dividends 


(17) That the rate of tax under Part IV of the Act be increased 
to 334% for taxable dividends received after 1994 (other than 
dividends received from a connected corporation in respect of 
dividends received by any connected corporation before 1995), 
and the dividend refund be increased to 4 of taxable dividends 
paid after 1994, to the extent that the corporation has paid the 
increased Part IV tax on dividends received after 1994. 


Mining Reclamation 
(18) That, for taxation years ending after February 22, 1994, 


(a) contributions made by a taxpayer to a qualifying trust 
in respect of the taxpayer’s obligations with respect to 
mining reclamation be deductible in computing the 
taxpayer’s income, 


(b) amounts paid to acquire an interest in a qualifying trust 
on the assumption of such obligations be deductible in 
computing the income of the payer and included in 
computing the income of the recipient, and 


(c) all amounts distributed by a qualifying trust be included 
in Computing the income of the recipient, 


and, for the purposes of this paragraph, a “qualifying trust” is a 
prescribed trust established for the purpose of funding mining 
reclamation expenditures and to which contributions are first 
made after February 22, 1994. 


Financial Institutions and Investment Dealers 
— Gains and Losses 


(19) That where a taxpayer is 


(a) a restricted financial institution, as defined in 
subsection 248(1) of the Act, 


(b) a corporation that is registered or licensed under the 
laws of a province to trade in securities, or 


(c) acorporation that is controlled by one or more 
corporations referred to in subparagraph (a) or (6), 
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the full amount of gains and losses realized on the disposition 
after February 21, 1994 of debt and equity securities, other than 
prescribed small business shares, acquired in the ordinary 
course of business be recognized in computing the income of 
the taxpayer. 


Financial Institutions and Investment Dealers 
— Mark-to-Market Method 


(20) That, in computing income for taxation years ending 
after February 22, 1994, taxpayers referred to in paragraph (19) 
be required to mark to market at the end of each year 


(a) equity securities, other than prescribed small business 
shares, 


(b) debt securities that have, since they were acquired by the 
taxpayer, been accounted for as temporary investments, and 


(c) where the taxpayer is registered or licensed under the 
laws of a province to trade in securities, any other debt 
securities 


acquired in the ordinary course of business and held at the end 
of the year; and, for the purposes of this paragraph and 
paragraphs (21) and (22), marking a security to market at the 

end of a year means recognizing the gain or loss that would be 
realized if the security were disposed of at that time for proceeds 
equal to its fair market value and, where the security has 
previously been marked to market, the gain or loss were 
measured on the assumption that the security had been acquired 
immediately after the last time it was marked to market at a cost 
equal to its fair market value at that time. 


Financial Institutions and Investment Dealers 
— Transition 


(21) That where, as a result of changing to the 
mark-to-market method for valuing securities owned by a 
taxpayer at the end of the taxpayer’s first taxation year ending 
after February 22, 1994, a net amount is included in computing 
the taxpayer’s income for that year, the taxpayer be permitted to 
recognize a prescribed portion of that amount on a pro-rata basis 
over the five-year period beginning on the first day of that year. 
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Financial Institutions and Investment Dealers 
— Certain Debt Obligations 


(22) That the following rules apply with respect to those debt 
securities of a taxpayer referred to in paragraph (19) that are not 
required to be marked to market: 


(a) in computing income for taxation years ending after 
February 22, 1994, the income from the security shall be 
determined using a method that recognizes, in each year the 
security is owned, a portion of any acquisition premium or 
discount, and 


(b) any gain or loss realized on the disposition after 1994 of 
the security shall be amortized over the remaining term to 
maturity of the security. 


Insurance Companies — Reserves 


(23) That where the amount deducted by an insurer as a 
reserve for unpaid claims in respect of a non-life insurance 
business in computing its income for its last taxation year ending 
on or before February 22, 1994 exceeds the maximum amount 
that would have been deductible if those reserves had been 
determined on a fully discounted basis, the insurer be permitted 
to deduct a prescribed amount in respect of that excess in 
computing its income for its first taxation year ending after 
February 22, 1994, and be required to include a prescribed 
portion of the amount so deducted in computing its income for 
that and each subsequent taxation year. 


Statute-Barred Debt 


(24) That debt that becomes unenforceable after 
February 21, 1994 by reason of a statutory limitation period be 
treated for the purposes of subsections 6(15) and 15(1.2) and 
section 80 of the Act as if it were settled for no consideration. 
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Ordering of Rules with Respect to Debt 


(25) That the provisions set out below with respect to debts 
apply after February 21, 1994 in the following order: 


(a) first, section 78 of the Act for unpaid amounts specifically 
described in that section, 


(b) second, subsection 6(15) of the Act for employee 
indebtedness, 


(c) third, subsection 15(1.2) of the Act for shareholder 
indebtedness, 


(d) fourth, section 79 of the Act for foreclosures and 
repossessions, and 


(e) last, section 80 of the Act. 


Foreclosures and Repossessions 


(26) That, for property acquired or reacquired by a creditor 
from a debtor after February 21, 1994, other than property 
acquired or reacquired pursuant to a court order made before 
February 22, 1994, section 79 of the Act provide that 


(a) the debtor’s proceeds of disposition of the property take 
into account the entire debt owing to the creditor (rather than 
only the principal amount of the debt) and all debt that 
ceases to be owed by the debtor because of the acquisition 
or reacquisition, 


(b) for the purposes of computing the loss of a debtor from 
the disposition of property, the debtor’s proceeds of 
disposition take into account any other debts for which the 
property was security, and 


(c) where the debt was capital property to the creditor, the 
cost to the creditor of the property acquired or reacquired be 
determined with reference to the adjusted cost base of the 
debt to the creditor, rather than its cost to the creditor. 
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Application of Forgiven Amount on 
Settlement of Debt 


(27) That, for debts settled after February 21, 1994, the 
amount forgiven and not applied to reduce the debtor’s losses 
be applied (to the extent designated by the debtor) to reduce 
the following: 


(a) the debtor’s cumulative Canadian development expense 
and cumulative Canadian oil and gas property expense, 


(b) the capital cost to the debtor of depreciable property of a 
prescribed class, to the extent of the undepreciated capital 
cost of the class, 


(Cc) any remaining undepreciated capital cost of a prescribed 
class, and 


(d) the cumulative eligible capital of the debtor. 


Further Application of Forgiven Amount on 
Settlement of Debt 


(28) That, where a debtor has designated the maximum 
amount possible pursuant to paragraph (27), any remaining 
unapplied portion of the forgiven amount of debt settled after 
February 21, 1994 be applied (to the extent designated by the 
debtor) to reduce the adjusted cost base to the debtor of capital 
property that is real property (other than depreciable property and 
personal-use property). 


Income Inclusion on Settlement of Debt 


(29) That the portion of the forgiven amount of debt settled 
after February 21, 1994 not otherwise applied be included in 
computing the debtor’s income. 


Treatment of Debt Owed by Non-Residents 


(30) That the forgiven amount of a debt settled after 
February 21, 1994 not be applied under section 80 of the Act to 
reduce the capital cost, adjusted cost base or the cost amount 
to anon-resident person of any property, other than taxable 
Canadian property. 
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Settlement of Small Business Bonds, etc. 


(31) That section 80 of the Act apply to small business bonds, 
small business development bonds, income bonds and income 
debentures settled after February 21, 1994. 


Treatment of Distress Preferred Shares 


(32) That, after February 21, 1994, a distress preferred share 
generally be treated like debt for the purposes of section 80 of 
the Act and, for the purposes of this Motion, “distress preferred 
share” means a share described in paragraph (e) of the definition 
“term preferred share” in subsection 248(1) of the Act that, but for 
paragraphs (e) and (f) of that definition, would be a “term 
preferred share”. 


Shares Substituted for Debt 


(33) That, where a share of the capital stock of a corporation 
(other than a distress preferred share) is substituted at any time 
after February 21, 1994 for debt, the debt be considered, for the 
purpose of section 80 of the Act, to have been settled for a 
payment equal to the fair market value of the share at that time. 


Debt Parking 
(34) That, where 


(a) debt owing by a debtor is acquired by a creditor, directly 
or indirectly after February 21, 1994, from another person not 
related to the creditor or is deemed by subsection 50(1) of the 
Act to be reacquired after February 21, 1994 by the creditor, 
and 


(b) the creditor does not deal with the debtor at arm’s length 
at the time of the acquisition or deemed reacquisition of the 
debt or ceases, at a later time when any portion of the debt is 
still outstanding, to deal at arm’s length with the debtor 


the outstanding portion of the debt at the time of the acquisition 
or the later time generally be treated for the purposes of 
subsection 15(1.2) and section 80 of the Act as if it had been 
settled at that time for a payment equal to its cost to the creditor. 
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Debt Forgiveness — Anti-Avoidance 


(35) That debt owing at the end of a taxation year 
commencing after February 21, 1994 be treated for the purposes 
of subsection 15(1.2) and section 80 of the Act as if it had been 
settled for no consideration where it is reasonable to consider 
that one of the main reasons the debt remains outstanding is to 
avoid or defer the application of income tax rules relating to the 
forgiveness of debt. 
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NOTICES OF Ways AND MEANS MOTIONS 


NOTICE OF WAYS AND MEANS MOTION 
TO AMEND THE EXCISE TAX ACT 


That it is expedient to amend the Excise Tax Act to provide 
among other things: 


Air Transportation Tax 


(1) That the air transportation tax imposed on an amount 
paid or payable for the transportation of a person by air that 
begins in the taxation area and ends in the taxation area be 
imposed at the following rates: 


(a) where the amount is paid or payable in Canada and is 
for transportation by an aircraft that has been chartered, 

the lesser of the aggregate of 7 per cent of the amount paid 
or payable and $3 in respect of each emplanement pursuant 
to the charter agreement of the charterer and the aggregate 
of such amount as may be prescribed by order of the 
Governor in Council in respect of each such emplanement, 
and 


(b) in any other case, the aggregate of 7 per cent of the 
amount paid or payable and $6 or such lesser amount as 
may be prescribed by order of the Governor in Council. 


(2) That the air transportation tax imposed on an amount 
paid or payable in Canada for the transportation of a person by 
air that begins in the taxation area and ends outside the taxation 
area be increased to 


(a) in the case of an aircraft that has been chartered, the 
aggregate of the lesser of $50 and such amount as may be 
prescribed by order of the Governor in Council, in respect of 
each emplanement pursuant to the charter agreement of 
the charterer, and 


(b) in any other case, $50 or such lesser amount as may be 
prescribed by order of the Governor in Council. 


(3) That the air transportation tax imposed on an amount 
paid or payable outside Canada for the transportation of a person 
by air that begins in the taxation area and ends outside the 
taxation area be increased to 
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(a) where the first emplanement of the person occurs at an 
airport in Canada, $50 or such lesser amount as may be 
prescribed by order of the Governor in Council, and 


(b) in any other case, $25 or such lesser amount as may be 
prescribed by order of the Governor in Council. 


(4) That any enactment founded on paragraphs (1) to (8) of 
this motion apply in respect of 


(a) an amount paid or payable in Canada on or after 
May 1, 1994 for the transportation of a person by air on or 
after that date, and 


(b) an amount paid or payable outside Canada for the 
transportation of a person by air which includes an 
emplanement in Canada on or after May 1, 1994 ona 
specific flight having as a destination an airport outside 
Canada and subsequent deplanement by the person from 
the flight at an airport outside Canada, except where the tax 
in respect of such transportation has been paid to a licensed 
air carrier or the carrier’s agent before that date. 


Goods and Services Tax 


(5) That registrants under Part IX of the Act be required to 
add, in determining their net tax, 50%, rather than 20%, of 
input tax credits claimed in respect of food, beverages and 
entertainment Consumed or enjoyed after February 1994 on 
which the Goods and Services Tax becomes payable after 
February 21, 1994. 
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ANNEX 1 


ANNEX |: 


FOREIGN AFFILIATES: DRAFT 
AMENDMENTS TO THE INCOME TAX ACT 


Foreign Affiliate 


1.(1) Paragraph 95(1)(d) of the Income Tax Act is 
replaced by the following: 


(d) “foreign affiliate”, at any time, of a taxpayer resident in 
Canada that was not a non-resident-owned investment 
corporation means a corporation not resident in Canada in 
which, at that time, 


(i) the equity percentage of the taxpayer was not less 
than 10%, or 


(ii) the total of the equity percentage of the taxpayer and 
any person related to the taxpayer (each such equity 
percentage determined as if the determinations under 
subparagraph (4)(b)(ii) were made without reference to 
any equity percentage of any person in the taxpayer or 
in any person related to the taxpayer) was not less 

than 10%; 


Determination of Foreign Accrual Property Income 


(2) Paragraph 95(2)(a) of the Act is replaced by the 
following: 


(a) in computing the income from an active business of a 
foreign affiliate of a taxpayer for a taxation year there shall be 
included any income of the affiliate for that year from sources 
in a country other than Canada that would otherwise be 
income from property of the affiliate for the year to the 

extent that 


(i) the income is derived from amounts paid or payable to 
the affiliate or a partnership of which the affiliate was a 
member by another foreign affiliate of the taxpayer or any 
other non-resident corporation with which the taxpayer 
does not deal at arm’s length to the extent that, in 
computing the amounts prescribed to be its earnings or 
loss from an active business carried on by it in a country 
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other than Canada, those amounts paid or payable were 
or will be deductible by the other foreign affiliate of the 
taxpayer or would be deductible by the non-resident 
corporation if it were a foreign affiliate of the taxpayer, or 


(ii) the income is derived by the affiliate from activities 
that could reasonably be considered to be directly related 
to or resulting from activities carried on by any other 
non-resident corporation with which the taxpayer does 
not deal at arm’s length in the course of carrying on an 
active business in a country other than Canada, 


(a.1) in computing the income from a business other than 

an active business of a foreign affiliate of a taxpayer for a 
taxation year there shall be included the income of the affiliate 
for the year from the sale of property where 


(i) it is reasonable to conclude that the cost to any person 
of the property is relevant in computing the income from a 
business carried on by the taxpayer or a person resident 
in Canada with whom the taxpayer does not deal at arm’s 
length or is relevant in computing the income from a 
business carried on in Canada by a non-resident person 
with whom the taxpayer does not deal at arm’s length, 
and 


(ii) the property was not manufactured, produced, grown, 
extracted or processed in the country under whose laws 
the affiliate was formed or organized, 


unless more than 90% of the gross income of the affiliate for 
the year from the sale of property is derived from the sale of 
property (other than a property described in subparagraph (ii) 
the cost of which to any person is a cost referred to in 
subparagraph (i)) to persons with whom the affiliate deals at 
arm’s length and, where this paragraph applies to include 
income of the affiliate from the sale of property in the income 
of the affiliate from a business other than an active business, 
the sale of such property shall be deemed to be a separate 
business, other than an active business, carried on by the 
affiliate and any income of the affiliate that pertains to or is 
incident to that business shall be deemed to be income from 
a business other than an active business, 
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(a.2) in computing the income from a business other than 

an active business of a foreign affiliate of a taxpayer for a 
taxation year there shall be included the income of the affiliate 
for the year from the insurance of a risk (including 
reinsurance) where the risk was in respect of 


(i) a person resident in Canada, 
(ii) a property situated in Canada, or 
(iii) a business carried on in Canada 


unless more than 90% of the gross premium income (net of 
reinsurance ceded) of the affiliate for the year from the 
insurance of risks was in respect of the insurance of risks 
(other than risks in respect of a person, a property or a 
business described in subparagraphs (i) to (iii)) of persons 
with whom the affiliate deals at arm’s length and where this 
paragraph applies to include income of the affiliate from the 
insurance of risks in the income of the affiliate from a business 
other than an active business, the insurance of those risks 
shall be deemed to be a separate business, other than an 
active business, carried on by the affiliate and any income of 
the affiliate that pertains to or is incident to that business be 
shall deemed to be income from a business other than an 
active business, 


(a.3) there shall be included in computing the income from a 
business other than an active business of a foreign affiliate of 
a taxpayer for a taxation year the income of the affiliate for the 
year derived directly or indirectly from indebtedness and 
lease obligations of persons resident in Canada or in respect 
of businesses carried on in Canada by persons not resident 
in Canada unless more than 90% of the gross income of 

the affiliate derived from indebtedness and lease obligations 
was derived from indebtedness and lease obligations of 
non-resident persons with whom the affiliate deals at arm's 
length (other than indebtedness or lease obligations in 
respect of a business carried on in Canada) and where this 
paragraph applies to include income of the affiliate for the 
year in the income of the affiliate from a business other than 
an active business, those activities carried out to earn such 
income shall be deemed to be a separate business, other 
than an active business, carried on by the affiliate and any 
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income of the affiliate that pertains to or is incident to that 
business shall be deemed to be income from a business 
other than an active business, 


Definitions 


(3) Section 95 of the Act is amended by adding the 
following subsection: 


(2.1) In this subdivision, 


“active business” of a foreign affiliate of a taxpayer means any 
business carried on by the affiliate other than an investment 
business carried on by the affiliate and includes an adventure or 
concern in the nature of trade but does not include a business 
that is deemed by subsection (2) to be a business other than an 
active business of the affiliate; 


“income from an active business” of a foreign affiliate of a 
taxpayer for a taxation year means the income of the affiliate for 
the year from an active business of the affiliate carried on by it 
including any income of the affiliate for the year pertaining to or 
incident to that business, but does not include income of the 
affiliate for the year from property; 


“income from property” of a foreign affiliate of a taxpayer for a 
taxation year includes the income of the affiliate for the year from 
an investment business but does not include the income of the 
affiliate for the year from 


(a) any other business, 


(b) any property that is incident to or pertains to an active 
business carried on by the affiliate, or 


(c) property used or held primarily for the purpose of gaining 
or producing income from an active business of the affiliate; 
and 


“investment business” of a foreign affiliate of a taxpayer means a 
business carried on by the affiliate in a taxation year (other than a 
business deemed by subsection (2) to be a business other than 
an active business of the affiliate) the principal purpose of which 
is to derive income from property (including interest, dividends, 
rents, royalties, fees or any similar returns or substitutes therefor 
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and profits from the disposition of investment property) unless, 
throughout the period in the year during which the business was 
carried on by the affiliate, 


(a) the affiliate is a bank, a trust company, a credit union, an 
insurance corporation, a trader or dealer in securities or a 
corporation whose principal business is the lending of money 
or the purchasing of debt obligations, the leasing of property 
or a combination thereof (other than the lending of money to, 
the purchasing of debt obligations of or the leasing of 
property to persons with whom the affiliate does not deal at 
arm’s length), and 


(b) the affiliate employs more than five employees full time in 
the active conduct of the business. 


(4) Subsections (1) to (3) apply to taxation years that 
begin after 1994. 
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ANNEX 1 


FOREIGN AFFILIATES: EXPLANATORY 
NOTES TO DRAFT AMENDMENTS TO 
THE INCOME TAX ACT 


Foreign Affiliate 


ITA 
95(1)(d) 


Paragraph 95(1)(d) of the Act defines the term “foreign affiliate” 
of a taxpayer resident in Canada for the purposes of subdivision i 
of Division B of Part | of the Act which deals with the taxation of 
shareholders of non-resident corporations. Under the current 
definition, a corporation not resident in Canada will be considered 
to be a foreign affiliate of a taxpayer resident in Canada if the 
taxpayer’s equity percentage in the corporation as defined in 
paragraph 95(4)(b) of the Act is not less than 10%. Among other 
things, the term is relevant for the purposes of the rules in 
section 91 of the Act dealing with the taxation of the foreign 
accrual property income of a controlled foreign affiliate in the 
hands of the taxpayer and the rules in section 113 of the Act 
dealing with the deductions for dividends received from a foreign 
corporation by a corporation resident in Canada. 


The definition is amended applicable to taxation years that begin 
after 1994. The amendment provides that a corporation not 
resident in Canada will also be considered to be a foreign affiliate 
of a taxpayer if the total of the equity percentages of the taxpayer 
and persons related to the taxpayer in that corporation is not less 
than 10%. For this purpose, the equity percentages are to be 
determined without reference to the equity percentages of any 
person in the taxpayer or in any persons related to the taxpayer. 
The amendment ensures that a taxpayer resident in Canada 
cannot avoid the foreign accrual property income rules by 
arranging to have shares of a non-resident corporation held by 
other persons related to the taxpayer. 


As an example, assume that corporation A resident in Canada 
Owns an 82% interest in the outstanding shares of a foreign 
corporation. Corporations B and C which are related to 
corporation A and are resident in Canada each own a 9% interest 
in the outstanding shares of the same foreign corporation. 
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Under existing paragraph 95(1)(d) of the Act, the foreign 
corporation would be a foreign affiliate of corporation A but not 
of corporation B or C since the equity percentage of each of 
those corporations in the foreign corporation is less than 10%. 
Since corporation A controls the foreign corporation, the foreign 
corporation is a controlled foreign affiliate of corporation A. 
Corporation A would then report as income 82% of the foreign 
accrual property income of that controlled foreign affiliate. 


The amendment to paragraph 95(1)(d) would treat the foreign 
corporation as a foreign affiliate of corporations B and C since 
the total of the equity percentages of the three related 
corporations in the foreign corporation is not less than 10%. 
Since the foreign corporation is controlled by corporation A 
which is related to corporations B and C, it is also a controlled 
foreign affiliate of corporations B and C (see the definition of a 
“controlled foreign affiliate” in paragraph 95(1)(a) of the Act). 
Therefore, 100% of the foreign accrual property income of the 
controlled foreign affiliate will be included in the income of the 
Canadian shareholders — corporations A (82%), corporation B 
(9%) and corporation C (9%). 


Determination of Foreign Accrual 
Property Income 


ITA 

95(2) 

Subsection 95(2) of the Act provides rules for determining the 
income of a foreign affiliate of a taxpayer resident in Canada. 

A foreign affiliate is considered to have three sources of income — 
income from property, income from a business other than an 
active business and income from an active business. This 
sourcing of income is important since the foreign accrual property 
income of the affiliate is comprised of the affiliate’s income from 
property and the affiliate’s income from a business other than an 
active business. Where the affiliate is a controlled foreign affiliate, 
the taxpayer’s share of the affiliate’s foreign accrual property 
income must be included in the taxpayer’s income for Canadian 
tax purposes whether or not the income is distributed. The 
income of a foreign affiliate from an active business is included 

in the taxpayer’s income for Canadian tax purposes only when 
paid to the shareholder as a dividend. 
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ITA 
95(2)(a) 


Existing paragraph 95(2)(a) of the Act includes in the income from 
an active business of a foreign affiliate of a taxpayer the income 
of the affiliate from property and the income of the affiliate from 

a business other than an active business to the extent that 


a the income pertains to or is incident to an active business 
carried on in a country other than Canada by the affiliate or by 
a non-resident corporation with which the taxpayer does not 
deal at arm’s length, or 


a the income is derived from amounts paid or payable to the 
affiliate or a partnership of which the affiliate is a member by 
another affiliate of the taxpayer or by a non-resident 
corporation with which the taxpayer does not deal at arm’s 
length where the amounts paid or payable reduce (or would 
reduce, if the non-resident corporation were a foreign affiliate 
of the taxpayer) the amounts prescribed to be the active 
business earnings of the payer from a business carried on in 
a country other than Canada. 


That paragraph is being replaced applicable to taxation years 
that begin after 1994. The current wording of that paragraph 
Causes some uncertainty — particularly as it relates to the 
determination of what income of one affiliate pertains to or is 
incident to the active business carried on by another corporation. 
The matter of treating income pertaining to or incident to an 
active business of an affiliate as active business income of the 
affiliate is dealt with in the proposed new definitions of income 
from an active business of a foreign affiliate and income from 
property of a foreign affiliate in proposed new subsection 95(2.1) 
of the Act. Finally, because of the new definitions in proposed 
subsection 95(2.1), only income from property needs to be dealt 
with in paragraph 95(2)(a). 


Proposed new subparagraph 95(2)(a)(i) is similar to existing 
subparagraph 95(2)(a)(ii) of the Act. Income of a foreign affiliate 
of a taxpayer that would otherwise be income from property of 
the affiliate will be included in the income of the affiliate from an 
active business of the affiliate to the extent that 


a the income is derived by the affiliate from amounts paid 
or payable to it or a partnership of which it was a member 
by another foreign affiliate of the taxpayer or by another 
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non-resident corporation that does not deal at arm’s length 
with the taxpayer, and 


= the amounts so paid or payable reduce (or would reduce if it 
were a foreign affiliate of the taxpayer) the amount prescribed 
to be the payer’s earnings from an active business carried on 
by it in a country other than Canada. 


For example, if one foreign affiliate of a taxpayer loaned funds 
to another foreign affiliate of the taxpayer, the interest on the 
loan would be income from property of the lender. However, 
subparagraph 95(2)(a)(i) would deem that income to be active 
business income of the lender where the interest expense 
reduces or will reduce the amount prescribed to be the 
borrower’s earnings from an active business carried on outside 
Canada. The affiliated group’s active business earnings are then 
not affected by inter-affiliate debt charges. (Note, however, the 
new rules in subsection 5907(2.7) of the Income Tax Regulations 
with respect to the timing of the deduction of this interest in 
computing the amount prescribed to be the earnings from an 
active business of the borrower.) This rule is similar to the 
corresponding rule in section 125 of the Act for determining the 
income of a Canadian-controlled private corporation that is 
eligible for the small business deduction. 


Proposed new subparagraph 95(2)(a)(ii) defines another situation 
where it is appropriate to treat income from property of a foreign 
affiliate of a taxpayer as active business income of the affiliate. 
Income from property of a foreign affiliate of a taxpayer will be 
considered to be income from an active business of the affiliate to 
the extent that the income is derived by the affiliate from activities 
that could reasonably be considered to be directly related to or 
resulting from active business activities carried on by any other 
non-resident corporation with which the taxpayer does not deal 
at arm’s length in the course of carrying on an active business in 
a country other than Canada. 


For example, if a foreign affiliate of a taxpayer that sells 
equipment that it makes decides, for business reasons, to use a 
wholly-owned subsidiary to hold equipment that is leased rather 
than sold to its customers, the rental income of the subsidiary 
might well constitute income from property of the subsidiary. 
Subparagraph 95(2)(a)(ii) would deem thai rental income to be 
active business income of the subsidiary since it is directly 
related to or resulting from the active business activities carried 


ANNEX | 


on by the parent. The related group’s active business earnings 
thus remain unaffected by the use of a separate corporation to 
lease equipment. 


ITA 
95(2)(a.1) 


Proposed new paragraph 95(2)(a.1) of the Act, which applies to 
taxation years that begin after 1994, includes in the income from 
a business other than an active business and thus the foreign 
accrual property income of a foreign affiliate of a taxpayer 
resident in Canada, the income of the affiliate from the sale of 
property where 


a the cost of the property is relevant in computing the income 
from a business carried by the taxpayer or persons resident in 
Canada that do not deal at arm’s length with the taxpayer or 
a business carried on in Canada by non-resident persons that 
do not deal at arm’s length with the taxpayer, and 


a the property was not manufactured, produced, grown or 
extracted or processed in the country under whose laws 
the affiliate was formed or organized. 


The rule does not apply where more than 90% of the gross 
income of the affiliate from the sale of property is derived from 
sales of property (other than property the cost of which falls 
within the rules described above) to persons that deal at arm’s 
length with the affiliate. Where the rule applies to the foreign 
affiliate of the taxpayer, the sale of such property is deemed to 
be a separate business other than active business of the affiliate. 
Any income that pertains or is incident to that business is 
deemed to be income of the affiliate from a business other than 
an active business of the affiliate. 


This new rule will discourage the establishment of a foreign 
subsidiary by a corporation for the purpose of purchasing goods 
for resale and use in a business carried on in Canada either by 
the corporation itself or by any person with whom the corporation 
does not deal at arm’s length. 
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ITA 

95(2)(a.2) 

Proposed new paragraph 95(2)(a.2) of the Act, which applies to 
taxation years that begin after 1994, includes in the income from 
a business other than an active business and thus the foreign 
accrual property income of a foreign affiliate of a taxpayer 
resident in Canada, the income of the affiliate from the insurance 
of risks (including reinsurance) where the risks insured were in 
respect of 


m aperson resident in Canada 
a property situated in Canada, or 
m abusiness carried on in Canada. 


The rule does not apply where more than 90% of the gross 
premium income (net of reinsurance ceded) of the affiliate from 
the insurance of risks was derived from the insurance of other 
risks of persons with whom the affiliate deals at arm’s length. 
Where the rule applies to the foreign affiliate of the taxpayer, the 
insurance of those risks is deemed to be a separate business 
other than active business of the affiliate. Any income that 
pertains or is incident to that business is deemed to be income 
of the affiliate from a business other than an active business of 
the affiliate. 


The purpose of this new rule is to protect the Canadian tax 
base from erosion through the use of foreign affiliates by 
Canadian corporations to insure risks in Canada. For example, 
a Canadian corporation in the business of lending money could 
offer its customers insurance to cover the loan in the event of 
the borrower’s death and could arrange for the insurance to 

be assumed by a subsidiary in a low tax jurisdiction. This 
amendment prevents this method of avoiding Canadian tax 

on income that is derived in connection with the Canadian 
business activities. 


ITA 
95(2)(a.3) 


Proposed new paragraph 95(2)(a.3) of the Act, which applies to 
taxation years that begin after 1994, includes in the income from 
a business other than an active business and thus the foreign 
accrual property income of a foreign affiliate of a taxpayer 
resident in Canada, the income of the affiliate derived directly or 
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indirectly from indebtedness or lease obligations of persons 
resident in Canada or in respect of businesses of non-residents 
carried on in Canada. 


The rule does not apply where more than 90% of the gross 
income of the foreign affiliate for the year was derived from 
indebtedness or lease obligations of non-resident persons 

with whom the affiliate was dealing at arm’s length (other than 
indebtedness or lease obligations in respect of a business 
carried on in Canada). Where the rule applies to the foreign 
affiliate of the taxpayer, those activities are deemed to constitute 
a separate business other than an active business of the affiliate. 
Any income incident to or pertaining to that business is deemed 
to be income of the affiliate from a business other than an active 
business of the affiliate. 


The purpose of this new rule is to protect the Canadian tax 
base from erosion through the use of foreign affiliates by 
Canadian corporations in the financing and leasing business 
to assume debt and lease obligations of persons resident in 
Canada. For example, a corporation in the business of 
providing NHA mortgage loans to Canadians could transfer a 
part of its Canadian loan portfolio to a foreign subsidiary ina 
low tax jurisdiction to earn interest on the loan free from any 
Canadian tax including the non-resident withholding tax. This 
amendment ensures that this method of avoiding Canadian tax 
will not be successful. 


Definitions 


ITA 

95(2.1) 

Proposed new subsection 95(2.1) of the Act is applicable to 
taxation years that begin after 1994. It defines “active business’, 
“income from an active business”, “income from property” and 
“investment business” of a foreign affiliate of a taxpayer. These 
terms are relevant in determining the foreign accrual property 
income of a foreign affiliate. 


“Active business” of a foreign affiliate of a taxpayer for a taxation 
year is defined as any business carried on by the affiliate in a 
taxation year other than an investment business and includes an 
adventure or concern in the nature of trade. It does not include 
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any activities that are deemed to be a separate business other 
than an active business of the affiliate under subsection 95(2) 
of the Act. 


“Income from an active business” of a foreign affiliate of a 
taxpayer for a taxation year means the income of the affiliate for 
the year from an active business of the affiliate carried on by it 
including any income pertaining to or incident to that active 
business but does not include any income from property. 


“Income from property” of a foreign affiliate of a taxpayer for a 
taxation year includes income from an investment business of 
the affiliate but does not include income of the affiliate for the 
year from any other business, income from any property 
pertaining to or incident to an active business or income from 
property that is used or held for the purpose of gaining of 
producing income from an active business. 


“Investment business” means a business carried on by the 
affiliate (other than a business that is deemed by subsection 95(2) 
of the Act to be a business other than an active business) the 
principal purpose of which is to derive income from property 
(including interest, dividends, rent, royalties, fees or similar returns 
or substitutes therefor and profits from the disposition of 
investment property). 


This investment business definition excludes a business carried 
on by a foreign affiliate that is a bank, a trust company, a credit 
union, an insurance corporation or a trader or dealer in securities. 
Nor does it apply to a business carried on by a foreign affiliate 
whose principal business is the lending of money to, the 
purchasing of debt obligations of or the leasing of property to 
arm’s length persons or a combination thereof. However, these 
exclusions apply only if the affiliate employs full time in the active 
conduct of its business more than five employees. 


As an example, assume a corporation resident in Canada has 
three controlled foreign affiliates - FA1, FA2 and FAS. Foreign 
affiliates FA1 and FA2 carry on a manufacturing business in 
different countries and FAS serves as a financing affiliate for FA1 
and FA2 by making interest-bearing loans to them. The interest 
cost in respect of such loans reduces the amount prescribed 
to be the active business earnings of FA1 and FA2. The 
manufacturing income of FA1 is $1900 and it has $15 of 
interest income from the short term investment of funds used 
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in manufacturing business. FA2 has manufacturing income of 
$1500. FAS has interest income from loans made to FA1 and 
FA2 of $160 and interest income from other short-term 
investments of $60. 


FA1 has income from an active business of $1915 (the $1900 
derived from manufacturing business and the $15 of interest 
income from the short term investment of funds used in that 
business) by reason of the definition of “income from an active 
business”. FA2 has income from an active business of $1500. 
Under paragraph 95(2)(a) of the Act, FA3 will include $160 in its 
income from an active business (the interest derived from the 
loans to FA1 and FA2). FA3 will also have $60 of income from 
property (the $60 of interest income from short-term investments) 
that will be included in its foreign accrual property income. 
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FOREIGN AFFILIATES: DRAFT AMENDMENTS 
TO THE INCOME TAX REGULATIONS 


Deductible Loss 


1. Subsections 5903(1) and (2) of the Income Tax 
Regulations are replaced by the following: 


5903.(1) For the purposes of subparagraph 95(1)(b)(v) of the 
Act, the amount prescribed to be the deductible loss of a foreign 
affiliate of a taxpayer for a taxation year and the five immediately 
preceding taxation years is the amount, if any, by which 


(a) the aggregate of all amounts each of which is the amount, 
if any, for each of the five immediately preceding taxation 
years of the affiliate during which it was a controlled foreign 
affiliate of the taxpayer or of a person described in any of 
subparagraphs 95(2)(f)(iv) to (vii) of the Act, by which 


(i) the aggregate of the amounts determined under 
subparagraphs 95(1)(b)(iii) and (iv) of the Act in respect 
of the affiliate for that preceding year 


exceeds 


(ii) the aggregate of the amounts determined under 
subparagraphs 95(1)(b)(i),(ii) and (ii.1) of the Act in 
respect of the affiliate for that preceding year 


exceeds the aggregate of 


(b) the aggregate of all amounts each of which is an 

amount deducted by virtue of subparagraph 95(1)(b)(v) of 

the Act by the taxpayer or a person described in any of 
subparagraphs 95(2)(f)(iv) to (vii) of the Act in respect of any 
of the five immediately preceding taxation years of the affiliate 
to the extent that such amount relates to a loss (other than a 
loss derived from an active business) for any of those years 
and assuming that no amount is deductible under that 
subparagraph for any year until the maximum amount for 
preceding years has been deducted, and 


(c) where a payment has been received by the foreign affiliate 
that may reasonably be considered to relate to a payment 
described in subsection 5907(1.3) made by another foreign 
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affiliate of the taxpayer in respect of a loss or any portion 
thereof, included in computing the amount referred to in 
paragraph (a) in respect of the affiliate, the amount of such 
loss or portion thereof. 


(2) For the purposes of subsection (1), each amount referred 
to in paragraph (1)(c) in respect of a controlled foreign affiliate of 
a taxpayer resident in Canada that is not otherwise determined in 
Canadian currency shall be converted to Canadian currency at 
the rate of exchange prevailing on the last day of the affiliate’s 
taxation year referred to in paragraph 95(1)(b) of the Act. 


Rule for Computing Active Business Earnings 


2.(1) Section 5907 of the Regulations is amended 
by adding the following after subsection (2.6): 


(2.7) Where an amount is included in computing the income 
from an active business of a foreign affiliate of a taxpayer for a 
particular taxation year under subparagraph 95(2)(a)(i) of the Act 
in respect of an amount paid or payable to it or a partnership of 
which the affiliate was a member by another foreign affiliate of the 
taxpayer (in this subsection referred to as the “payer affiliate”), in 
computing the earnings or loss from the active business of the 
payer affiliate for a taxation year the amount paid or payable by it 
that was included in the income or loss from an active business 
of the foreign affiliate of the taxpayer for the particular year shall 
be deemed to have been deducted by the payer affiliate in 
computing its earnings or loss from the active business for the 
taxation year of the payer affiliate in which the amount was paid 
or became payable and not in any other taxation year. 


Listed Countries and Residence in Listed Countries 


(2) Subsection 5907(11) of the Regulations is replaced 
by the following: 


(11) A country is hereby listed in this subsection for a taxation 
year of a foreign affiliate of a corporation when, at any time before 
the end of that year, Canada and that country have entered into a 
comprehensive agreement or convention for the elimination of 
double taxation on income that has entered into force and has 
effect for that taxation year of the affiliate but, for greater certainty, 
that country does not include any territory, possession, 
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department, dependency or area of that country to which the 
provisions of that agreement or convention do not apply. 


(11.1) For the purposes of subsection (11), where a 
comprehensive agreement or convention between Canada and 
another country for the elimination of double taxation on income 
has entered into force, that convention or agreement shall be 
deemed to have entered into force and have effect in respect of 
a taxation year of a foreign affiliate of a corporation any day of 
which is in the period that begins on the day on which the 
agreement or convention was signed and that ends on the last 
day of the last taxation year of the affiliate for which the 
agreement or convention is effective. 


(11.2) For the purposes of subsection (1), a foreign affiliate 
of a corporation shall be deemed at any time to be resident in a 
country with which Canada has entered into a comprehensive 
agreement or convention for the elimination of double taxation 
on income only where 


(a) the affiliate is at that time a resident of that country for 
the purposes of that agreement or convention, or 


(b) the affiliate would at that time be a resident of that 
country for the purposes of that agreement or convention if 
the affiliate were treated, for the purposes of taxation in that 
country, as a body corporate 


or would be so resident at that time if the agreement or 
convention had entered into force. 


3. Section 1 and subsection 2(1) apply to taxation years 
that begin after 1994. 


4. Subsection 2(2) applies to taxation years of a foreign 
affiliate of a corporation that begin after 1995, except that, 
where the corporation notifies the Minister of National 
Revenue in its return of income for a taxation year in which 
a dividend was paid by the foreign affiliate of its election 
to have subsections 5907(11), (11.1) and (11.2) of the 
Regulations, as enacted by subsection 2(2), apply to a 
taxation year of the foreign affiliate of the corporation that 
begins before 1996, subsection 2(2) shall apply to that 
taxation year and each subsequent taxation year of the 
foreign affiliate of the corporation. 
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FOREIGN AFFILIATES: EXPLANATORY 
NOTES TO DRAFT AMENDMENTS TO THE 
INCOME TAX REGULATIONS 


Deductible Loss 


ITR 
5903(1) and (2) 


Paragraph 95(1)() of the Act defines foreign accrual property 
income of a foreign affiliate of a taxpayer. Subparagraph 95(1)(b)(v) 
reduces foreign accrual property income by the amount of the 
prescribed “deductible losses” of the affiliate as determined under 
the rules in section 5903 of the Regulations. The deductible loss 
includes the losses of the affiliate for each of the five immediately 
preceding taxation years. 


Subsections 5903(1) and (2) of the Regulations are being 
amended for taxation years of foreign affiliates that begin after 
1994. The amendments ensure that losses will be included in a 
deductible loss of a foreign affiliate of a taxpayer only where the 
affiliate is a controlled foreign affiliate of the taxpayer during the 
year the loss was incurred. As well, the amendments provide that 
active business losses will not form part of a deductible loss of a 
foreign affiliate and will therefore no longer be available to reduce 
foreign accrual property income. 


Rules for Computing Active Business Earnings 


ITR 
5907(2.7) 


Under new subparagraph 95(2)(a)(i) of the Act, the income of a 
particular foreign affiliate of a taxpayer derived from amounts paid 
or payable to it by another foreign affiliate of the taxpayer (or a 
non-resident corporation with which the taxpayer does not deal 
at arm’s length) are included in the active business income of the 
particular affiliate if the amounts received are or will be deductible 
in Computing the prescribed active business earnings or loss of 
the payer corporation. There will be timing differences where, in 
the taxing jurisdiction where it is resident, the payer corporation 
is restricted in the amounts deductible for tax purposes in 
computing its income from an active business for a year in 
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respect of the amounts paid or payable. To eliminate the timing 
difference, proposed new subsection 5907(2.7) of the 
Regulations, which applies for taxation years that begin after 
1994, provides that the amounts paid or payable are to be 
deducted by the payer in computing active business earnings or 
loss in the year the amounts are paid or become payable rather 
than in the year permitted in the country of which the payer 
corporation is a resident. 


Listed Countries and Residence 
in Listed Countries 


ITR 
5907(11), (11.1) and (11.2) 


Subsection 5907(11) of the /ncome Tax Regulations lists 
countries for various purposes including the definitions of 
“exempt earnings” and “exempt loss” of a foreign affiliate. Exempt 
earnings and exempt losses of a foreign affiliate of a corporation 
resident in Canada are used in calculating the exempt surplus 
that can be paid to the corporation resident in Canada as a 
dividend, the full amount of which is deductible under section 113 
of the Act in computing the corporation’s taxable income for 
Canadian tax purposes. Exempt earnings and losses of an 
affiliate resident in a country listed in subsection 5907(11) of the 
Regulations for a taxation year are the earnings and losses of the 
affiliate derived from active businesses carried on by the affiliate in 
that year in the residence country or any other listed Country. 


This deduction in respect of dividends from foreign affiliates paid 
to a corporation resident in Canada out of exempt surplus of the 
affiliate is a simple means for eliminating double taxation on 
foreign business income earned by the foreign affiliate. It was 
intended to apply where the foreign affiliate was resident in and 
the business income was earned in a country with which Canada 
had a ratified comprehensive international tax treaty. Some 
countries with which negotiations were undertaken were listed in 
anticipation of a treaty being ratified. Some treaties were never 
ratified or concluded. As well, some countries with which Canada 
has entered into a ratified treaty have not yet been listed. 
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The repeal of subsection 5907(11) and its replacement with 
proposed new subsections 5907(11), (11.1) and (11.2) 
accomplishes a number of objectives. First, the new subsections 
provide that a country will be considered to be listed for a 
taxation year of a foreign affiliate of a corporation only where a 
comprehensive agreement or convention for the elimination of 
double taxation on income between Canada and that country 
has entered into force and has effect. A country will automatically 
be included in the list at such time as the comprehensive tax 
treaty takes effect. In addition, new subsection 5907(1 1.1) 
provides that, once an agreement or convention actually enters 
into force, it will be considered to have entered into force and 
have effect for a taxation year of an affiliate any day of which is in 
the period that begins on the day on which the Canadian and 
foreign governments signed the treaty and ends on the last day 
of the last taxation year of the affiliate for which the agreement or 
convention has effect. This subsection accommodates the 
repatriation of active business earnings derived from investments 
made in foreign affiliates resident in a listed country that took 
place after the signing but prior to the ratification of the treaty. 


The changes to Regulation 5907(11) will have no effect with 
respect to foreign affiliates in those countries with which Canada 
has a comprehensive tax treaty. However, for affiliates in those 
countries that are listed in the existing subsection and with which 
such a treaty has not entered into force, their earnings for 
taxation years that begin after 1995 will no longer qualify as 
exempt earnings. As a result, any dividends paid out of the 
earnings for such years will cease to be exempt from tax in the 
hands of the Canadian corporate shareholders. 


Proposed new subsection 5907(1 1.2) provides rules for 
determining when a foreign affiliate of a corporation is to be 
considered to be resident in a particular listed country. The 
determination of residency is important for the purposes of the 
rules dealing with the calculation of exempt surplus. Net earnings 
from an active business is included in the exempt surplus of a 
foreign affiliate of a corporation only where the affiliate is resident 
in a listed country and the business is carried on in a listed 
country. Under this proposed new subsection, an affiliate will be 
considered to be a resident of a listed country only where it is a 
resident of that country for the purposes of the ratified agreement 
or convention with that country (paragraph(a)) or would be so 
resident if the affiliate were treated as a corporation under the 
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tax laws of the country in which it is formed or organized 
(paragraph (b)). This latter rule would treat as foreign affiliates, 
corporations such as limited liability companies in certain U.S. 
States which are treated as corporations for Canadian tax 
purposes but are treated as partnerships for U.S. tax purposes. 


The proposed new subsections 5907(11), (11.1) and (11.2) are 

to apply to the taxation years of foreign affiliates that begin after 
1995. However, where the corporation resident in Canada notifies 
the Minister of National Revenue, in its return of income for a 
taxation year in which a dividend was paid by the foreign affiliate, 
of its desire to have the subsections apply in respect of an earlier 
taxation year, the proposed new subsections will be effective for 
that earlier taxation year and each subsequent taxation year of 
the foreign affiliate. 
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ANNEX 2: 


CORPORATE DIVISIVE REORGANIZATIONS: 
DRAFT AMENDMENTS TO THE INCOME TAX ACT 


1.(1) Subparagraphs 55(3)(a)(i) and (ii) of the Income Tax 
Act are replaced by the following: 


(i) a disposition of property to a person to whom that 
corporation was not related, or 


(ii) a significant increase in the interest in any 
corporation of any person to whom the corporation 
that received the dividend was not related; or 


(2) Paragraph 55(3)(b) of the Act is replaced by the 
foliowing: 


(0) if the dividend was received in the course of a 
reorganization in which a direct or indirect transfer 
(referred to in this paragraph as a “distribution”) of 
property of a corporation (referred to in this paragraph as 
the “distributing corporation”) was made to one or more 
corporations (each of which is referred to in this 
paragraph as a “transferee corporation”) and, in respect 
of each type of property owned by the distributing 
corporation immediately before the distribution, each 
transferee corporation received property the fair market 
value of which was equal to or approximated the 
proportion of the fair market value of all property of that 
type owned by the distributing corporation immediately 
before the distribution that 


(i) the fair market value immediately before the 
distribution of all the shares of the capital stock of the 
distributing corporation owned by the transferee 
corporation at that time 


is of 


(ii) the fair market value immediately before the 
distribution of all the issued shares of the capital stock 
of the distributing corporation at that time 


and the distributing corporation, as part of the 
reorganization, is wound up or redeems or purchases for 
cancellation (otherwise than on an exchange of shares to 
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which subsection 51(1), 85(1) or 86(1) applies) all of the 
shares of its capital stock owned by the transferee 
corporation immediately before the distribution. 


(3) Subsection 55(3.1) of the Act is replaced by the 
following: 


(3.1) Notwithstanding subsection (3), a dividend to which 
subsection (2) would, but for paragraph (8)(b), otherwise apply is 
not excluded from the application of subsection (2) where 


(a) in contemplation of and before the distribution referred 
to in paragraph (8)(6), property has become property of 
the distributing corporation, a corporation controlled by 
the distributing corporation or a predecessor corporation 
of any such corporation otherwise than as a result of 


(i) an amalgamation of corporations each of which 
was related to the distributing corporation, 


(ii) a transaction to which subsection (2) would, but for 
paragraph (3)(6), apply, 


(iii) a disposition of property by the distributing 
corporation to a corporation controlled by it or by a 
corporation controlled by the distributing corporation 
to the distributing corporation or another corporation 
controlled by the distributing corporation, or 


(iv) a disposition of property by the distributing 
corporation, a corporation controlled by the 
distributing corporation or a predecessor corporation 
of any such corporation for consideration that 
consists only of money or indebtedness that is not 
convertible into other property, or of any combination 
thereof; 


(b) the dividend was received as part of a series of 
transactions or events in which 


(i) a person or partnership (referred to in this 
paragraph as the “vendor”) disposed of property 
that is 


(A) a share of the capital stock of a distributing 
corporation or of a transferee corporation in 
relation to the distributing corporation, or 
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(B) property 10 percent or more of the fair market 
value of which was, at any time during the course 
of the series of transactions or events, derived 
from one or more shares described in clause (A), 


(ii) the property referred to in subparagraph (i) or any 
other property acquired by any person or partnership 
in substitution therefor was acquired (otherwise than 
on a permitted exchange or a permitted redemption) — 
by a partnership or by any person who immediately 
before or immediately after the acquisition was not 
related to the vendor, and 


(iii) either 
(A) control of the distributing corporation or of a 
transferee corporation in relation to the distributing 
corporation was acquired (otherwise than as a 


result of a permitted exchange or a permitted 
redemption) by any person or group of persons, or 


(B) the vendor was, at any time during the course 
of the series of transactions or events, a specified 
shareholder of the distributing corporation or a 
transferee corporation in relation to the distributing 
corporation; or 


(c) the dividend was received as part of a series of 
transactions or events in which 


(i) a transferee corporation in relation to a distributing 
corporation, or any person or partnership with whom 
the transferee corporation did not deal at arm’s 
length, or 


(i) a person or partnership or any member of a group 
of persons that controlled the distributing corporation 
at the end of the series of transactions or at any time 
after the distribution and before the end of the series 
of transactions or events 


acquired (otherwise than on a permitted exchange) one or 
more shares of the capital stock of the distributing 
corporation or a predecessor corporation of the 
distributing corporation from any person to whom the 
acquiror was not related. 
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Idem 


(3.2) In this subsection and in subsections (3.1) and (3.3), 


“distributing corporation” has the meaning assigned by 
paragraph (3)(6); 


“distribution” has the meaning assigned by paragraph (8)(6); 


“permitted exchange” means 


(a) an exchange of shares of the capital stock of a 
distributing corporation to which subsection 86(1) applies, 
other than an exchange that resulted in an acquisition of 
control of the distributing corporation by any person or 
group of persons, and 


(0) an exchange of shares of the capital stock of a 
distributing corporation by one or more shareholders of 
the distributing corporation (each of whom is referred to in 
this paragraph as a “participant”) for shares of the capital 
stock of a transferee corporation in relation to the 
distributing Corporation in contemplation of a distribution 
where the fair market value, immediately before the 
distribution, of each participant’s shares of the capital 
stock of the transferee corporation is equal to the amount 
determined by the formula 


AxB 


C 
where: 


A is the fair market value immediately before the 
distribution of all the shares of the capital stock of the 
transferee corporation then outstanding, 


Bis the fair market value immediately before the 
exchange of all the shares of the capital stock of the 
distributing corporation then owned by the participant, 
and 


C is the fair market value immediately before the 
exchange of 


(i) where all of the shares of the capital stock of the 
distributing Corporation Owned by each participant are 
transferred to the transferee corporation on the 
exchange, all the shares of the capital stock of the 
distributing Corporation so transferred, and 
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(ii) in any other case, all the shares of the capital 
stock of the distributing corporation outstanding 
immediately before the exchange other than shares 
of a specified class (within the meaning assigned by 
subsection 256(1.1)) the paid-up capital in respect of 
which immediately before the commencement of the 
series of transactions or events was not less than the 
fair market value of the consideration for which the 
shares of that class then outstanding were issued; 


“permitted redemption” means 


(a) aredemption or purchase for cancellation by a 
distributing Corporation, as part of a reorganization 
referred to in paragraph (8)(b), of all of the shares of its 
capital stock owned by a transferee corporation, and 


(6) a redemption or purchase for cancellation by a 
transferee Corporation in relation to a distributing 
corporation, as part of a reorganization referred to in 
paragraph (8)(b), of all of the shares of its capital stock 
owned by the distributing corporation. 


“transferee corporation” has the meaning assigned by 
paragraph (8)(b). 


(3.3) For the purposes of subsection (3.1), in determining 
whether the vendor referred to in that subsection was at any 
time a specified shareholder of a transferee corporation or a 
distributing corporation, the references in the definition 
“specified shareholder” in subsection 248(1) to “a taxpayer” 
shall be read as “a person or partnership”. 


(4) Subsection 55(4) of the Act is replaced by 
the following: 


(4) For the purposes of this section, where it can reasonably 
be considered that the principal purpose of one or more 
transactions or events was to cause 2 or more persons to be 
related to each other or to cause a corporation to control another 
corporation, so as to make subsection (2) inapplicable, those 
persons shall be deemed not to be related to each other or the 
corporation shall be deemed not to control the other corporation, 
as the case may be. 
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(5) Paragraph 55(5)(e) of the Act is replaced by 
the following: 


(e) in determining whether 2 or more persons are related 
to each other and in determining whether control of a 
corporation has been acquired by a person or group of 
persons, 


(i) persons shall be deemed not to be related to each 
other if one is the brother or sister of the other, - 


(ii) where at any time a person is related to each 
beneficiary under a trust whose interest in the trust 
at that time has vested indefeasibly in the beneficiary, 
the person and the trust shall be deemed to be 
related at that time to each other, 


(iii) a trust and a person shall be deemed not to be 
related to each other unless they are deemed by 
subparagraph (ii) to be related to each other, and 


(iv) persons who are related to each other solely 
because of a right referred to in paragraph 251 (5)(b) 
shall be deemed not to be related to each other. 


(6) Subsections (1), (4) and (5) apply to dividends 
received after February 21, 1994, other than dividends 
received as part of a transaction or event or a series 
of transactions or events that was required on 
February 22, 1994 to be carried out pursuant to a written 
agreement entered into before February 22, 1994. 


(7) Subsections (2) and (3) apply to dividends received 
after February 21, 1994 other than dividends received in the 
course of a reorganization of the distributing corporation 
referred to in paragraph 55(3)(b) of the Act that was required 
on February 22, 1994 to be carried out pursuant to a written 
agreement entered into before February 22, 1994. 


2.(1) Paragraph 87(2)(j.6) of the Act is replaced by 
the following: 


(/.6) for the purposes of paragraphs 12(1)(t) and (x), 
subsections 12(2.2) and 13(7.1) and (7.4), 
subparagraph 13(21) (f) (ii.2), subsection 13(24), 
paragraphs 13(27)(b) and (28)(c), subsections 13(29) 
and 18(9.1), paragraphs 20(1)(e) and (hh), section 32, 
paragraph 37(1)(c), subsection 39(13), 
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subparagraphs 53(2)(c)(vi) and (h)(ii), paragraph 53(2)(s), 
subsection 53(2.1), paragraphs 55(3.1)(b) and (c), 
subsection 66(11.4), subparagraph 66.1(6)(b)(xi) and 
subsections 66.7(11) and 152(4.3), the new corporation 
shall be deemed to be the same corporation as, and a 
continuation of, each predecessor corporation; 


(2) Subsection (1) applies to amalgamations that occur 
and windings-up that begin after February 21, 1994. 


3.(1) The portion of paragraph 88(1)(c) of the Act after 
clause (ii)(B) is replaced by the following: 


plus, where the property was a capital property (other 
than an ineligible property) of the subsidiary at the time 
that the parent last acquired control of the subsidiary and 
was owned by the subsidiary thereafter without 
interruption until such time as it was distributed to the 
parent on the winding-up, the amount determined under 
paragraph (Q) in respect of the property and, for the 
purposes of this paragraph, “ineligible property” means 


(iii) depreciable property, 


(iv) where the parent is a transferee corporation 
(within the meaning assigned by paragraph 55(3)(6)) 
in relation to a distributing Corporation (within the 
meaning assigned by paragraph 55(8)(6)), property 
acquired by the subsidiary and distributed to the 
parent on the winding-up as part of the indirect 
transfer referred to in paragraph 55(8)(b) of the 
property from the distributing corporation to the 
parent, 


(v) property transferred to the subsidiary by the 
parent or by any person or partnership that was not, 
otherwise than because of a right referred to in 
paragraph 251(5)(b), dealing at arm’s length with the 
parent, and 


(vi) property disposed of by the parent as part of the 
series of transactions or events that includes the 
winding-up where, as part of the series of 
transactions or events, 


(A) the parent acquired control of the subsidiary; 
and 
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(B) the property or any other property acquired by 
any person or partnership in substitution therefor 
is acquired by 


(I) any person or partnership that, at any time 
during the course of the series of transactions 
or events and before control of the subsidiary 
was acquired by the parent, was a specified 
shareholder of the subsidiary and, for this 
purpose, in determining whether a person or 
partnership was at any time a specified 
shareholder of the subsidiary, the references 
in the definition “specified shareholder” in 
subsection 248(1) to “a taxpayer” shall be read 
as “a person or partnership”, or 


(Il) any person or partnership with whom the 
person or partnership referred to in 
subclause (I) does not deal at arm’s length. 


(2) The portion of paragraph 88(1)(d) of the Act before 
subparagraph (i) is replaced by the following: 


(Q) the amount determined under this paragraph in respect of 
each property of the subsidiary distributed to the parent on 
the winding-up is such portion of the amount, if any, by which 
the total determined under subparagraph (6)(\i) exceeds the 
total of 


(3) Subsections (1) and (2) apply to windings-up that 
begin after February 21, 1994. 


4.(1) The portion of subsection 256(7) of the Act before 
paragraph (a) is replaced by the following: 


(7) For the purposes of subsection 13(24), sections 37 and 
55, subsections 66(11), (11.4) and (11.5), 66.5(8), 66.7(10) and 
(11), 85(1.2), 87(2.1) and (2.11), 88(1.1) and (1.2) and 89(1.1), 
sections 111 and 127 and subsection 249(4), 


(2) Subsection (1) applies to amalgamations, 
acquisitions, redemptions and cancellations that occur 
after February 21, 1994. 
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CORPORATE DIVISIVE REORGANIZATIONS: 
EXPLANATORY NOTES TO DRAFT 
AMENDMENTS TO THE INCOME TAX ACT 


ITA 

55 

Section 55 of the Act deals with certain tax avoidance 
transactions. 


Subsection 55(2) of the Act is an anti-avoidance provision 
directed against certain arrangements designed to convert a 
capital gain on a disposition of shares into a tax-free dividend. It 
treats the dividend received in these circumstances either as a 
capital gain or as proceeds of disposition that are taken into 
account in computing a capital gain. 


Subsection 55(8) of the Act provides two exceptions to this rule. 
The first applies to a dividend received as part of a series of 
transactions or events that does not result in a disposition of 
property to, or a significant increase in the interest in any 
corporation of, any person who deals at arm’s length with the 
dividend recipient. The second exception applies to a dividend 
received in the course of a reorganization - commonly referred to 
as a butterfly reorganization — in which property of a corporation 
is transferred to one or more of its corporate shareholders with 
each transferee receiving its pro rata share, based on the fair 
market value of its shares of the transferor corporation, of each 
type of property so transferred. 


ITA 

55(3)(a) 

Paragraph 55(3)(a) of the Act provides an exemption from the 
application of subsection 55(2) for dividends received in certain 
non-arm’s-length situations. Paragraph 55(3)(a) is amended, 
effective for dividends received after February 21, 1994, to 
change the arm’s-length test to a “related” test. The main reason 
for this change is to provide greater certainty in determining 
whether subsection 55(2) applies in specific situations. The 
amended rule exempts dividends received as part of a series 
of transactions or events that does not result in a disposition 

of property to, or a significant increase in the interest in any 
corporation of, any person who is not related to the corporation 
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that received the dividend. Amendments to subsection 55(4) and 
paragraph 55(5)(e) ensure that, in determining whether any 
person is related to the corporation that received the dividend, 
persons will be considered not to be related to each other where 


= they are related as a result of any transaction or series of 
transactions the principal purpose of which was to make them 
related to each other in order to avoid the application of 
subsection 55(2); or 


a one is the brother or sister of the other. 


These rules are similar to the existing rules for determining 
whether two or more persons are considered to deal with each 
other at arm’s length. A new rule is added that would treat 
persons as being unrelated where they are related only by reason 
of a right referred to in paragraph 251(5)(6) with respect to 
shares. In addition, a person will be considered to be related to a 
trust only where the person is related to each beneficiary whose 
interest in the trust has vested indefeasibly. 


ITA 

55(3)(b) 

Paragraph 55(8)(b) of the Act provides an exemption from the 
application of subsection 55(2) for dividends received in the 
course of certain corporate reorganizations commonly referred to 
as divisive or butterfly reorganizations. A butterfly reorganization 
involves a series of transactions the object of which is to 
distribute the property of a corporation (referred to in these notes 
as the “distributing Corporation”) pro rata among its corporate 
shareholders on a tax-deferred basis. 


Example 1 illustrates a typical butterfly reorganization in which the 
businesses of one corporation are divided up and transferred to 
separate corporations Owned separately by the shareholders of 
the original corporation. 


Example 1: 


Two unrelated individuals, Mr. A and Ms. B, each own 50 per 
cent of the shares of the capital stock of a taxable Canadian 
corporation (Opco). Opco operates two businesses (Division A 
and Division B) of approximately equal value. It has only two 
types of property; cash and properties used in its businesses. 
(See figure 1). 
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Figure 1 
Pre-butterfly structure 


Division A Division B 
- cash - cash 
- business assets - business assets 


Mr. A and Ms. B wish to separate their interests so that Mr. A 
can own and operate Division A and Ms. B can own and 
operate Division B. If the assets of Opco were simply 
distributed to them on a winding-up, the distribution of Opco’s 
assets and the aisposition of their shares of Opco would be 
considered for income tax purposes to have occurred at fair 
market value. Instead, they undertake the following steps: 


Step 1: Mr. A transfers, on a tax-deferred basis under 
section 85 of the Act, his shares of Opco to a newly 
incorporated holding corporation (Aco) in exchange for shares 
of Aco. Ms. B likewise transfers her shares of Opco to a new 
corporation (Bco) in exchange for shares of Bco. 


Step 2: Opco transfers, also on a tax-deferred basis under 
section 85 of the Act, 


a one-half of Opco’s cash and all of the business and assets 
of Division A to Aco in exchange for redeemable preferred 
shares of Aco; and 


a one-half of Opco’s cash and all of the business and assets 
of Division B to Bco in exchange for redeemable preferred 
shares of Bco. 


The new shares issued to Opco by Aco and Bco in 
consideration for the transferred assets will have an adjusted 
cost base to Opco equal to the tax cost of the transferred 
assets immediately before the transfer. The paid-up capital 
of the new shares will not exceed their adjusted cost base. 


111 


ANNEX 2 


Step 3: Aco and Bco each redeem the shares of their capital 
stock that were issued to Opco in step 2. Each of them 
issues a promissory note to Opco in payment of the 
redemption price. 


Step 4: Opco is wound up and, in the course of the 
winding-up, the promissory notes issued by Aco and Bco in 
step 3 are distributed to Aco and Bco, respectively. As a result, 
the obligations under these notes are extinguished. 


Result: Division A is owned by Aco which is wholly owned by 
Mr. A. Division B is owned by Bco which is wholly owned by 
Ms. B. (See figure 2). 


The redemptions in step 3 result in tax-free intercorporate 
dividends by virtue of subsections 84(3) and 112(1) of the Act. 
By virtue of paragraph 54(h)(x) of the Act, these dividends 
reduce the capital gains that would otherwise have been 
realized on a disposition of the shares. Assuming that the 
paid-up capital of the shares of Opco does not exceed their 
adjusted cost base to Aco and Bco, Aco and Bco will also be 
treated as having received a dividend (rather than as having 
realized a capital gain) on the disposition of those shares on 
the winding-up. The butterfly exemption provided by 
paragraph 55(3)(b) prevents these dividends from being 
recharacterized as capital gains under subsection 55(2). 


Figure 2 . 
Post-butterfly structure 


Division A Division B 
- cash - cash 
- business assets - business assets 
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The existing rules require that, in respect of each type of property 
of the distributing corporation transferred to a transferee 
corporation, the transferee corporation receive its pro rata share 
of all of the distributing corporation’s property of that type. 
Paragraph 55(3)(6) is amended to require that each transferee 
corporation receive its pro rata share of each type of property 
owned by the distributing corporation immediately before the 
transfer. This change will prevent a corporation from effecting a 
“partial butterfly” reorganization in which property of some, but 
not all, of the types of property owned by it are distributed to one 
or more of its shareholders. 


The existing rules also prevent paragraph 55(8)(b) from applying 
where property has been acquired (otherwise than as a result of a 
specifically permitted transaction) by the distributing corporation, 
a corporation controlled by it or a predecessor of either such 
corporation in contemplation of the transfer of property of the 
distributing Corporation to a transferee corporation. This 
restriction is repealed consequential on the amendment to 
subsection 55(8.1). New paragraph 55(3.1)(a) incorporates this 
restriction and modifies the description of the specifically 
permitted transactions. 


ITA 
55(3.1), (3.2) and (3.3) 


Draft amendments to subsection 55(3.1) of the Act introduced 
last year provide that the butterfly exemption in 

paragraph 55(8)(b) does not apply in certain circumstances 
involving a sale of shares of the capital stock of the distributing 
corporation or the transferee corporation by a non-resident 
vendor and an acquisition of those shares, or of any substituted 
property, by any person who dealt at arm’s length with the 
vendor. This rule was intended_primarily to eliminate the tax 
advantages that previously could be obtained by structuring a 
sale of assets of a Canadian corporation with non-resident 
shareholders as a so-called “purchase butterfly” reorganization. 


A purchase butterfly reorganization is a series of transactions 
designed to minimize tax on a sale of corporate assets or an 
interest therein. It typically involves a transfer by a distributing 
corporation of a portion of its assets on a tax-deferred basis to a 
corporate shareholder of the distributing corporation as part ofa 
series of transactions or events that results in shares of the 
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capital stock of the distributing Corporation or the transferee 
corporation being owned by one or more persons who were not 
shareholders of the distributing corporation at the beginning of 
the series. Example 2 illustrates a typical purchase butterfly: 


Example 2: 


A corporate purchaser (Buyer) wishes to acquire from another 
corporation (Opco) certain equipment (the target assets) used 
by Opco in its business. On a direct sale of the target assets to 
Buyer, Opco would have had to recognize a certain amount of 
recapture of capital cost allowance previously claimed in 
respect of the equipment. 


In order to avoid these tax consequences, and the tax 
consequences of a distribution of the after-tax proceeds of sale 
by Opco to its shareholder (Parent), the transaction is 
structured in such a manner that Buyer purchases some of the 
shares of Opco from Parent and receives, on a butterfly 
reorganization of Opco, the target assets in exchange for 

those shares. 


Subsection 55(3.1) is replaced by new subsections 55(3.1) to 
(3.3). These provisions further limit the circumstances in which 
the butterfly exemption in paragraph 55(8)(6) will apply. Whereas 
the rules in previously proposed subsection 55(8.1) are limited to 
butterfly reorganizations involving arm’s-length dispositions of 
shares by non-resident shareholders, the new provisions will 
apply to all purchase butterfly reorganizations. The new 
provisions will also ensure that sales and purchases by 
shareholders without a significant interest in either the distributing 
corporation or a transferee corporation will not taint a butterfly 
reorganization that would otherwise qualify for the butterfly 
exemption. 


Specifically, a dividend described in paragraph 55(8)(6) will be 
denied the benefit of the butterfly exemption where the conditions 
set out in any of paragraphs 55(3.1)(a) to (c) are satisfied. New 
paragraph 55(38.1)(a) replaces the mid-amble prohibition in 
existing paragraph 55(8)(6). New paragraphs 55(3.1)(6) and (c) 
are intended to ensure that the butterfly exemption will apply only 
where the shareholders of the distributing corporation at the 
beginning of the series of transactions or events (the historical 
shareholders) maintain a sufficient degree of continuity of interest 
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in the underlying businesses and assets of the distributing 
corporation. There will generally not be a sufficient degree of 
continuity of interest by the historical shareholders where, as part 
of the series of transactions or events, 


a there is an acquisition of control of the distributing corporation 
or a transferee corporation (otherwise than as a result of 
certain permitted transactions); 


a the vendor of the shares of the distributing corporation or a 
transferee corporation is a specified shareholder (a person who 
owns, or does not deal at arm’s length with persons who own, 
10 per cent or more of the shares of any class) of either such 
corporation; 


=» a transferee corporation, or any person with whom the 
transferee corporation does not deal at arm’s length, acquired 
(otherwise than on a permitted exchange) shares of the 
distributing Corporation; or 


ma the person or any member of a group of persons that controls 
the distributing corporation after the distribution acquired 
shares of the distributing corporation. 


ITA 
55(3.1)(a) 
New paragraph 55(38.1)(a) replaces the mid-amble prohibition in 
existing paragraph 55(8)(b). The prohibition against the 
acquisition of property remains substantially the same. Dividends 
received in the course of a butterfly reorganization will be denied 
the protection of the butterfly exemption where any property has, 
in contemplation of the transfer of property of the distributing 
corporation to a transferee corporation, become property of the 
distributing corporation, a corporation controlled by it or a 
predecessor of any such corporations otherwise than as a result 
of a specifically permitted transaction. This restriction is intended 
primarily to prevent the bartering of assets on a tax-deferred 
basis and to prevent temporary changes to the types of property 
owned by the distributing corporation that would allow a 
shareholder to be cashed out on a tax-free basis. The specifically 
permitted transactions are similar to those permitted under 
existing subparagraphs 55(8)(b)(iii) to (viii), with the following 
exceptions: 
=» New subparagraph 55(3.1)(a)(iii) broadens the permitted 
acquisitions of property described in existing 
subparagraph 55(3)(b)(vi) to allow property to be transferred 
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not only down the corporate chain or from one subsidiary to 
another subsidiary, but also up the corporate chain from a 
subsidiary to the distributing corporation. This eliminates the 
need for the rule in existing subparagraph 55(8)(b)(iv) which 
specifically allows for the acquisition of property on the 
winding-up of a corporation controlled by the distributing 
corporation. 


a New subparagraph 55(38.1)(a)(iv) broadens the permitted 
acquisitions of property described in existing 
subparagraph 55(8)(6)(vii) to allow for property acquired as a 
result of a disposition of property by a corporation controlled 
by the distributing corporation for consideration that consists 
only of money or non-convertible debt. 


a As no transactions have been prescribed for the purposes of 
existing subparagraph 55(3)(b)(viil), the reference to prescribed 
transactions does not appear in new paragraph 55(3.1)(a). 


ITA 

55(3.1)(b) 

New paragraph 55(3.1)(0) denies the protection of the butterfly 
exemption for any dividend that is received as part of a series of 
transactions or events in which 


(i) a vendor disposes of a share of the capital stock of the 
distributing corporation or a transferee corporation or of other 
property 10 per cent or more of the value of which is 
attributable to such shares and the share or other property 
(or any substituted property) is acquired (otherwise than on 

a permitted exchange or redemption as defined in new 
subsection 55(3.2)) by any person to whom the vendor is 

not related; and either 


(ii) there is an acquisition of control (otherwise than on a 
permitted exchange or redemption) of the distributing 
corporation or of a transferee corporation, or 


(iii) the vendor is, at any time during the series of transactions 
or events, a specified shareholder of the distributing 
corporation or a transferee corporation. 


As indicated above, a purchase butterfly typically involves a 
purchaser acquiring shares of the distributing Corporation in 
anticipation of receiving property of the distributing corporation 
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in exchange for those shares. Alternatively, one or more of the 
existing shareholders of the distributing corporation might transfer 
some or all of their shares of the distributing corporation to a new 
corporation in exchange for shares of the capital stock of the new 
corporation which they sell to a purchaser after a distribution of 
property of the distributing corporation to the new corporation. 
This type of transaction, often referred to as an internal purchase 
butterfly, is illustrated by the following example: 


Example 3: 


An individual, Mr. A, owns all of the shares of the capital stock 
of a taxable Canadian corporation (Opco) that operates a 
construction business. Opco has only two types of property; a 
small amount of cash and the assets used in its construction 
business. Opco wishes to sell the land and building (the “target 
asset”) used in its business to a buyer (Buyco). The fair market 
value of the target asset is approximately % of the value of all of 
Opco’s business assets. (See figure 3). 


Figure 3 
Pre-butterfly structure 


Mr. A 


- cash 
- equipment 
- target asset (land and building) 


Rather than have Opco sell the target asset to Buyco directly, 
which would result in a capital gain and recapture of previously 
claimed capital cost allowance in respect of the building, 

Mr. A and Buyco structure the transaction as follows: 
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Step 1: Mr. A transfers, on a tax-deferred basis under 
section 85 of the Act, 2 of his shares of the capital stock of 
Opco to a new corporation (Newco) in exchange for common 
shares of Newco. 


Step 2: Opco transfers, also on a tax-deferred basis under 
section 85, the target asset and / of Opco’s cash to Newco in 
exchange for redeemable preferred shares of Newco. These 
shares have an adjusted cost base to Opco equal to the total 
of the cash and the tax cost to Opco of the target asset. The 
paid-up capital of these shares is equal to their adjusted 

cost base. 


Step 3: Newco redeems the shares of its capital stock issued 
to Opco in step 2. Newco issues a promissory note to Opco in 
payment of the redemption price. 


Step 4: Opco purchases for cancellation the shares of its 
capital stock that were transferred to Newco in step 17. 
Opco issues a promissory note to Newco in payment of the 
purchase price. 


Step 5: The! promissory notes issued in steps 3 and 4 are set 
off against each other and cancelled. 


At this point, Mr. A owns all the shares of two corporations, 
Opco (which continues to own and operate the construction 
business) and Newco (which owns the target asset and a small 
amount of cash). (See figure 4) 


Final steps: Mr. A Sells his shares of Newco to Buyco. Buyco 
causes Newco to be wound up, which results in the target 
asset being owned directly by Buyco. 


In this example, recognition of the capital gain and the 
recapture of capital cost allowance that would have been 
realized on a direct sale of the target asset is deferred until 
such time as the target asset is subsequently disposed of 
in a taxable transaction. The deemed dividends arising on 
the redemption of shares in step 3 and the purchase for 
cancellation of shares in step 4 reduce the capital gains 
that, but for the dividends, would have been realized on a 
disposition of those shares. These dividends would have 
enjoyed the protection of the butterfly exemption under existing 
_ paragraph 55(3)(b). However, new paragraph 55(3. 1)(b) will 
deny them the protection of the butterfly exemption, with the 
result that these dividends may be recharacterized as capital 
gains under subsection 55(2). 
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Figure 4 
Post-butterfly structure 


‘— 


- cash - cash 
- equipment - target asset 


Paragraph 55(3.1)(6) also denies the protection of the butterfly 
exemption where the vendor, instead of selling shares of the 
capital stock of the distributing corporation or a transferee 
corporation, sells, as part of the same series of transactions or 
events, property 10 per cent or more of the value of which is 
attributable to one or more such shares. This will ensure that the 
rules in subsection 55(3.1) will also apply where the vendor’s 
interest in the distributing corporation or a transferee corporation 
is held through one or more trusts, partnerships or corporations. 


Paragraph 55(3.1)(b) will not deny the protection of the butterfly 
exemption where none of the vendors is a significant shareholder 
(a specified shareholder within the meaning assigned by 
subsection 248(1) of the Act) and there is no acquisition of 
control (otherwise than as a result of a permitted exchange or 
redemption) of the distributing corporation or a transferee 
corporation by any person or group of persons. In this regard, 
subsection 256(7) is amended to ensure that, in the situations 
described in that subsection, control will be considered not to 
have been acquired for the purposes of paragraph 55(3.1)(6). 
This additional requirement prevents sales and purchases by 
shareholders without a significant interest in either the distributing 
corporation or a transferee corporation from tainting the 
dividends that would otherwise be protected from the application 
of subsection 55(2) by the butterfly exemption in 

paragraph 55(8)(b). 
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ITA 

55(3.1)(¢) 

New paragraph 55(3.1)(c) denies the protection of the butterfly 
exemption for any dividend that is received as part of a series of 
transactions or events in which any share of the capital stock of 
the distributing corporation has been acquired (otherwise than on 
a permitted exchange or redemption) by 


= a transferee corporation or any person with whom the 
transferee corporation does not deal at arm’s length, or 


= any person or member of a group of persons that controlled 
the particular corporation at any time after the distribution 


from a person to whom the acquiror was not related. 


The following examples illustrate the application of the rules in 
new paragraph 55(3.1)(c). 


Example 4: 


A corporation (Opco) has 20 shareholders, each of whom 
owns 5 per cent of its shares. Opco wishes to sell to Buyco, 
without realizing the accrued gain, a business asset (the 
“target asset”) that has a fair market value equal to 4 of the fair 
market value of all of its business assets. Instead of having 
Opco sell the target asset to Buyco directly, each of the 
shareholders of Opco sells 4 of his or her shares of Opco to 
Buyco. Buyco then acquires the target asset from Opco ona 
butterfly reorganization of Opco. 


The dividends received in the course of the butterfly 
reorganization of Opco would not be denied the protection of 
the butterfly exemption by paragraph 55(3. 1)(b) because no 
vendor is a specified shareholder of Opco and there is no 
acquisition of control of Opco or Buyco. However, the 
dividends would be denied the protection of the butterfly 
exemption by paragraph 55(3.1)(c) because Buyco (the 
transferee corporation) acquired shares of Opco (the 
distributing corporation) from one or more persons to whom 
Buyco was not related. 


Example 5: 


Assume the same facts as in example 4. However, instead of 
causing the target asset to be transferred to Buyco in the 
course of a butterfly reorganization, the shareholders of Opco, 
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after selling ‘4 of their shares of Opco to Buyco, transfer their 
remaining shares of Opco to a new corporation (Newco) on a 
tax-deferred basis under section 85 of the Act. The assets of 
Opco (other than the target asset) are then transferred to 
Newco in the course of a butterfly reorganization. 


Newco could be considered to have acquired control of Opco 
when it acquires the shares of Opco from the existing 
shareholders. However, this acquisition would occur on a 
permitted exchange (within the meaning assigned by 
subsection 55(3.2)). Buyco could also be considered to have 
acquired control of Opco when the shares of Opco owned by 
Newco are purchased for cancellation. However, this purchase 
for cancellation would be a permitted redemption (within the 
meaning assigned by subsection 55(3.2)). Under 
subparagraph 55(3. 1)(b)(ili), acquisitions of control that occur 
as a result of a permitted exchange or redemption do not taint 
a butterfly reorganization. 


In this example, the dividends received by Opco and Newco in 
the course of the butterfly reorganization would be denied the 
protection of the butterfly exemption by paragraph 55(3. 1)(c) 
because Buyco, the controlling shareholder of Opco at the end 
of the series, acquired shares of Opco from persons to whom 
Buyco was not related. 


ITA 
55(3.2) and (3.3) 


New subsection 55(3.2) of the Act sets out a number of 
definitions for the purposes of subsections 55(3.1) to (3.3). 
“Distributing corporation”, “distribution” and “transferee 
corporation” have the meanings assigned to them in 
paragraph 55(8)(b). 


“Permitted exchange” encompasses two types of share-for-share 
exchanges. The first is an exchange of shares of the capital stock 
of the distributing corporation to which subsection 86(1) applies 
except where the exchange results in an acquisition of control of 
the distributing corporation. The second is an exchange of shares 
of the capital stock of the distributing corporation for shares of 
the capital stock of a transferee corporation made in 
contemplation of the transfer of property of the distributing 
corporation to the transferee corporation. 
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In order for the second type of exchange to qualify as a permitted 
exchange, each shareholder participating in the exchange must 
receive his or her pro rata share of shares of the capital stock of 
the transferee corporation on the exchange. In addition, where 
not all of the shares of the capital stock of the distributing 
corporation owned by a participant immediately before the 
exchange are transferred to the transferee corporation on the 
exchange, all of the shareholders of the distributing Corporation 
(other than shareholders holding only debt-like preferred shares) 
must participate in the exchange on a pro rata basis. This 
additional requirement will limit the use of the butterfly exemption 
to two types of butterfly reorganizations which could be 
described as 


a the spin-off, in which some property of each type of property 
owned by the distributing corporation is transferred to a new 
corporation having the same shareholders as the distributing 
corporation; and 


ma the split-up, in which one or more of the existing shareholders 
of the distributing corporation cease to be shareholders of the 
distributing Corporation and, in so doing, receive their share of 
each type of property owned by the distributing corporation. 


Where shares of the capital stock of the distributing corporation 
or a transferee corporation are acquired on a permitted exchange 
or control of any such corporation is acquired on a permitted 
exchange, such acquisition of shares or control will not, by itself, 
Cause a dividend to fail to qualify for the butterfly exemption. 


“Permitted redemption” is defined as a redemption or purchase 
for cancellation, as part of the butterfly reorganization, of all of the 
shares of the capital stock of the distributing Corporation held by 
the transferee corporation and a similar redemption or purchase 
for cancellation of all of the shares of the capital stock of the 
transferee corporation held by the distributing corporation. Where 
shares of the capital stock of the distributing Corporation or a 
transferee corporation are acquired on a permitted redemption or 
where a permitted redemption results in an acquisition of control 
of either the distributing Corporation or a transferee corporation, 
such acquisition of shares or control will not, by itself, cause a 
dividend to fail to qualify for the butterfly exemption. 


The exceptions in paragraphs 55(8.1)(6) and (c) for acquisitions of 
shares or control occurring on a permitted exchange or 
redemption ensure that the typical distribution of assets of a 
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distributing corporation among its historical shareholders, 
whether by way of a spin-off or a split-up, can be achieved 
without losing,the benefit of the butterfly exemption. 


New subsection 55(3.3) broadens, for the purposes of 
subsection 55(3.1), the meaning of the definition “specified 
shareholder” in subsection 248(1). The references in that 
definition to “taxpayer” are to be read as “person or partnership”. 
A partnership owning 10 per cent or more of the shares of any 
class of the capital stock of a corporation will therefore be a 
specified shareholder of the corporation for the purposes of 
subsection 55(3.1). Effectively, a partnership is treated as a 
person for the purpose of determining whether a sufficient degree 
of continuity of interest is maintained by the historical 
shareholders in the underlying businesses and assets of the 
distributing corporation. 


The amendments to subsection 55(3.1) and new 

subsections 55(3.2) and (3.3) apply to dividends received after 
February 21, 1994, other than dividends received in the course of 
a reorganization that was required on February 22, 1994 to be 
carried out pursuant to a written agreement entered into before 
February 22, 1994. 


ITA 

55(4) 

Existing subsection 55(4) of the Act deems persons not to 
be related and to deal with each other at arm’s length for the 
purposes of section 55 where the principal purpose of one or 
more transactions or events is to make them related to each 
other or not to deal with each other at arm’s length in order 
to avoid the application of subsection 55(2). A similar rule is 
provided for transactions designed to cause one corporation 
to control another corporation. Subsection 55(4) is amended, 
consequential on the amendments to paragraph 55(38)(a), to 
remove the references to non-arm’s-length dealings which are 
no longer relevant. This amendment is effective for dividends 
received after February 21, 1994. 


ITA 

55(5)(e) 

Existing paragraph 55(5)(e) of the Act deems persons to be 
dealing with each other at arm’s length and not to be related to 
each other if one is the brother or sister of the other. This rule 
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applies in determining, for the purposes of section 55, whether 
two or more persons are dealing with each other at arm's length. 
This paragraph is amended, effective for dividends received after 
February 21, 1994, to treat persons as not being related to each 
other if one is the brother or sister of the other or if they are 
related to each other by virtue only of a right referred to in 
paragraph 251(5)(b) of the Act. In addition, a person will be 
considered to be related to a trust only where the person is 
related to each beneficiary whose interest in the trust has vested 
indefeasibly. These rules apply in determining for the purposes 
of section 55 whether two or more persons are related to each 
other and whether control of a corporation has been acquired 
by any person or group of persons. 


ITA 
87(2)(j.6) 


Paragraph 87(2)(/.6) provides that, for the purposes of certain 
provisions of the Act, an amalgamated corporation will be 
treated as a continuation of, and the same corporation as, 

each of its predecessors. Consequential on the amendment 

of subsection 55(3.1), this paragraph is amended by adding a 
reference to new paragraphs 55(8.1)(6) and (c). This will ensure 
that the restrictions in those paragraphs cannot be circumvented 
by an intervening amalgamation. 


ITA 

88(1)(c) and (d) 

Subsection 88(1) of the Act sets out detailed rules dealing with 
the winding-up of a taxable Canadian corporation (the subsidiary) 
into a parent corporation that owns not less than 90 per cent of 
the shares of each class of the capital stock of the subsidiary. 


Existing paragraph 88(1)(C) provides that the cost to the parent 
corporation of each property distributed to it by the subsidiary 
on the winding-up is equal to the subsidiary’s proceeds of 
disposition determined under paragraph 88(1)(a) plus, where 
the property satisfies certain conditions, an amount determined 
under paragraph 88(1)(Q) in respect of the property. 


Paragraph 88(1)(c) is amended, effective for windings-up 
that begin after February 21, 1994, to clarify and add to the 
conditions that must be satisfied in order for the property 
to qualify for the increase in cost determined under 
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paragraph 88(1)(a). A property (other than an ineligible property) 
will so qualify where it was a capital property of the subsidiary at 
the time that the parent last acquired control of the subsidiary 
and was thereafter continuously owned by the subsidiary until it 
was distributed to the parent on the winding-up. 


For these purposes, an ineligible property means: 
(i) depreciable property; 


(ii) Property that is distributed to the parent as part of an 
indirect transfer of the property to the parent as part of a 
butterfly reorganization; 


(iii) Property transferred to the subsidiary by the parent or by 
any person with whom the parent did not deal at arm’s length; 
and 


(iv) property that is subsequently disposed of by the parent as 
part of a series of transactions in which the parent acquired 
control of the subsidiary and the property or any substituted 
property is acquired by any person or partnership who, at any 
time during the series and before the parent acquired control 
of the subsidiary, was a specified shareholder of the subsidiary 
or with whom such specified shareholder does not deal at 
arm’s length. (For these purposes, the references to “taxpayer” 
in the definition “specified shareholder” in subsection 248(1) 
are to be read as “person or partnership”). 


The first three of these types of property are already ineligible 
under the existing rules for an increase in adjusted cost base. The 
fourth type of property is added in order to prevent taxpayers 
from circumventing the restrictions against purchase butterflies by 
means of a series of transactions that effectively result in a sale of 
part of a corporation’s assets to an arm’s-length corporate 
purchaser on a tax-deferred basis as illustrated by the following 
example. 


Example 6: 


An individual, Ms. A, owns all of the shares of the capital stock 
of a corporation (Opco) that wishes to retain its wholesale 
division but wishes to sell its retail division to an arm’s-length 
purchaser (Buyco). New subsections 55(3. 1) to (3.3) prevent 
the transfer of the assets of the retail division to Buyco on a 
tax-deferred basis. Ms. A and Buyco therefore structure the 
transaction as follows: 
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Step 1: Opco transfers, on a tax-deferred basis under 
section 85 of the Act, all of the business and assets of the 
wholesale division to a newly incorporated subsidiary of Opco 
(Subco) in exchange for shares of the capital stock of Subco. 


Step 2: Ms. A sells all of her shares of Opco to Buyco. 


Step 3: Buyco causes Opco to be wound up. The winding-up 
occurs on a tax-deferred basis under subsection 88(1) of the 
Act. Buyco makes a designation under existing 

subsection 88(1)(d) in respect of the shares of Subco 
distributed to Buyco on the winding-up, thereby increasing the 
adjusted cost base of those shares to their fair market value. 


Step 4: Ms. A purchases the shares of Subco from Buyco at 
fair market value but, because of the increase in their adjusted 
cost base, there is no taxable gain. 


Result: The business and assets of the retail division would, 
under the existing rules, have effectively been sold to Buyco on 
a tax-deferred basis. However, under paragraph 88(1)(c) as 
amended, Buyco would not obtain an increase in the adjusted 
cost base of its shares of Subco prior to the sale of those 
shares back to Ms. A. 


Consequential on the amendments to paragraph 88(1)(c), 
paragraph 88(1)(Q) is amended, effective for windings-up that 
begin after February 21, 1994, by deleting the restrictions on the 
types of property in respect of which the parent may designate 
an amount for the purpose of obtaining an increase under 
paragraph 88(1)(c) in the cost of a property distributed to the 
parent on the winding-up. Those restrictions are now set forth in 
the new definition “ineligible property” in paragraph 88(1)(c). 


ITA 

256(7) 

Subsection 256(7) of the Act sets out rules for determining 
whether there has been an acquisition of control for the purposes 
of certain provisions of the Act. New subsection 55(3.1) of the 
Act denies the benefit of the exemption from the application of 
subsection 55(2) provided by paragraph 55(3)(b) if certain 
conditions are satisfied. One of these conditions is an acquisition 
of control of the particular corporation or a transferee corporation 
referred to in paragraph 55(8)(b). Subsection 256(7) is amended 
by adding a reference to section 55. 
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